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FOREWORD 



^ years a growing number ofgroceiyietaUen!. distributors, suppUere^^ 
brolcers have become increasingly concemed that the grocery industiy is losing its 
competitive edge. Productivity growth in food mailing over the last twenty years has 
fallen behind other retail channels. These other channels have also caught up with and in 
some cases suipassed, the grocery industry's technological lead in Electronic Data ' 
Interchange and bar-coded product identification. 

As industiy growth has slowed, many industiy participants feel relationships 
between todingpartneis have become increasingly adversarial as both sides have sought to 
mcrease theirprofit at die expense of the otfier. The complexity of deals has lead to huge 
amounts of administrative effort, persistent problems with inconsistent information and 
recessive inventories diroughout die supply chain. 

In mid.1992, industiy leaders created a joint-industiy task force, The Efficient 
Consumer Response Woridng Group. The task force was charged wid, examining the 
ffo^ry supply cham and its trade practices to identify potential opportunities for changes in 
^acuces or m technology diat would make dw supply chain more competitive. The 
Worfang Group was encouraged to consider the experience of otfier industries, e.g. general 
merchandise retailing, in its study. B Kcnerai 

Kurt Sahnon Associates was engaged by the ECR Woridng Group to conduct this 
supply chain analysis. KSA, which had been instnmiental in die development and 
m^on of Quid. Re^nse in die general merchandise industry, was asked to examine 
the grocery supplier/distributoi/consumer value-chain to detennine die cost and service 
improvements die industiy could achieve tfm)ugh technological and business practice 
changes. *^ 

"^/eP^rt identifies major opportunities for cost reduction widiin the supply chain 
Fundamentdtodierealizationofdieseoppomm^^ ' 

between ttadmg partners, moving from win^ose adveraarial relationships to winAvin 
aUiances in which all parties woric togetfier to eliminate cost from Uie supply chain, tfiereby 
providmggreatervalueto the grocery consumer. ECR is far more dian technological and 
EDI miplementatioa Changes will also be necessary in a company's culture, traditions and 
Dusiness practices. 

Success will depend upon strong leadership from industiy leaders, both within tfieir 
own compames, and across die industiy to create the right climate for diese new 
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relationships and alliances. Despite these challenges, the rewards of success are 
tremendous - ECR participants will cq>ture a growing share of the mailcet and emerge as 
the dominant con:q}anies in the industry by the mid- 1990s. 



Joint Working Group Co-Chairmen 





David B.Jenkins 
Chairman 

Shawns Supennaikets, Inc. 



J. Mark Harran 

Senior Vice President, 

Sales and Customer Development 

Kraft General Foods 
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Truck Loading - The transportation department's objective is to minimize cost 
per ton mfle. Hiis may lead to truck-loading practices that allow damages and that add time 
and cost to the unloading process. 

Buying - TTie buyer's objective is to maximize gross margin. This leads to greater 
emphasis being placed on price in comparing vendors and less on other factors that can 
significantly affect profitability, e.g. inventory turnover, deUvery reUability, invoice 
accuracy, handling costs, etc. The system provides no easy way for a buyer to pay a 
premium for additional services fi^om a supplier that would lead to larger savings in the 
warehouse or tiie store e.g. Pre-Assembied Displays. 

Case Sizes - For many of die slower moving items tfiat are currentiy distributed in 
full cases, smaUer cases would increase die overaU system's renun on assets as less 
inventory would be held at the retaU store even diough packaging, selection and stocking 
costs would increase. However, since no one's perfomiance is being measured on supply 
chain return on assets, but die cost increases would affect several departments' 
perfomiance measurements, tfiis change has few, if any, supporters. 

Organizational Structure for Efficient Consumer Response 

The cost-performance breakthroughs diat can be achieved dirough Efficient 
Consumer Response require co-operation across functional boundaries within the 
organization and across organizational boundaries. Many of die changes involve trade-offs 
wluch may increase costs in one department to achieve more tiian offsetting savings in 
another. 



Effective implementation of ECR must therefore be accompanied by changes in die 
organization stracnire and the measurement systems that are congruent witii ECR's goals of 
minimizing time, cost and inventories in the supply chain. This leads to an organizational 
stmcmre diat encompasses aU activities that must be perfonned to satisfy the supply chain's 
customer, i.e. a cust.-«ner-based organizational structure (Exhibit 45). 

Based on die experience of odier industries die most effective way to accomplish 
diis is a team-based organization tiiat includes aU of die required functional skills. Effective 
co-ordination between teams is necessary at die functional level because many teams will 
share die same resources e.g. manufacturing plants, warehouses, stores. 
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The primary measmwiients used are based on tfie income statement, not the balance 
sheet. Fixed assets aie charged to the income statement through depreciation allowances. 
Since this is usually a fixed diaige for eadi accounting period the department manager will 
try to maximize the number of units processed per period to reduce the fixed cost charged 
to eadi unit. 

Inventories are a more complex problem because the measurement system 
encourages both the sales department and the nuuiufacttiring department to favor high 
inventories. The sales department likes inventory to ensure tfiat sales are not lost to out-of- 
stock problems, while the manufacturing department likes inventory because it can 
maximize efficiency with long nins and minimize the disruptive effect of quality or 
manufacturing problems with sufficient buffer inventories. Since accountability for renim 
on assets rests at the top of the organization the responsibility for inventory is often unclear 
in die fimcdonally managed company. 

This functional organization and measurement system was extremely effective in 
improving productivity, efficiency and profits for maity decades. During this period of 
mass production, economic growth was strong, product variety was low and product life- 
cycles were long. 

In die 1970's and 80's fte economic environment dianged dramatically. Economic 
growth slowed, and product variety increased as marketers sought growth through market 
segmentation and product differentiation. The goals of the mariceting and operating 
departments came increasingly into conflict as marketing's needs for smaller lots of 
specialized hems was opposed to manufacturing and distribution's desire for larger lots of 
fewer standardized items. The organization and measurement system that had woriced well 
for so long started to break down. 

Measurement Systems in the Grocery industry 

Grocery suppliers and distributors predominantly follow the functional management 
and measurement system described in the previous section (Exhibit 44). As with other 
sectors of U.S. industry the effectiveness of this system has declined as the complexity of 
the business has increased. 

The major weakness of the current system is that it operates on tiie implicit 
assumption that if each function or department maximizes its efficiency then the efficiency 
of the firm and the total system will be maximized. In many cases this is not true as die 
following exan^les illustrate. 
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ORGANIZATION STRUCTURES AND 
MEASUREMENT 
SYSTEMS TO SUPPORT ECR 

No factor is more in^ortant in influencing the behavior of individuals and 
organaations than the system used to measure and reward their perfomiance. One of the 
most miportant top management tasks is ensuring that their organization's system of 
measurement and accountability is fiiUy congruent with their objectives for the business 
What gets measured gets done and. conversely, whatever is not measured does not iret * 
done. * 



Any organization that attempts to implement ECR without changing its' 
organization and measurement systems faces significant obstacles and will faU to achieve 
much of the benefit. In more than a few companies, based on experience with Quick 
Response m the general merchandise sector, there wiU be an initial burst of activity and 
enthusiasm which will fade away as people in the organization realize their perfomiance 
win still be evaluated on the old measurements. 

P«^rf°™«™^"rcment in the grocery supply chain follows die general practices 
developed in die U.S. manufacturing and retailing industries over the last fifty yeare TTie 
underlymg model is the profit maximization model. i.e. Profit = Revenues - Purchased 
Materials-Operating Expenses, which is the foundation of functional management 
stmctures. TTie model implies tliat if top management organizes die firni to assign clear 
responsibiUties for revenues, purchased materials and operating expenses tfien the 
organizations profit goals will be achieved if the responsible departments maximize 
revenues (sales dq>artment). minimis purchased materials costs (purchasing department) 
and mmmuze operating expenses (manufacturing, distribution, administration 
departments). This logically leads to die foUowing goals: 

Bmction Goal 

^^^^ Maximize revenues per time 

period (month, quarter, year 
etc.) 

Purchasing, Buying Maximize gross margin 

percentage 

Manufacturing, warehousing. Minimize unit cost 
iiansportation, store operations 
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basis they have the oj^rtunity to develop products that are best suited to the needs of their 
customers in their stores. 

Suppliers will benefit from significant reductions in product development and 
introduction costs. Key benefits will be 

- Reducing the failure rate of products brought to fidl 
consumer introduction 

- Optiiiuzing the marlceting strategy during ttie test period 
in a realistic market environment 

- Identifying new opportuiiities for profitable products 
through closer customer involvement 

The financial benefits to suppliers will vary widely depending on the category and 
on tlie suppliers level of spending on new product development. For some dry grocery 
suppliers the potential cost benefits are as high as 2-3% of sales, while for others they will 
be below 1% of sales. Overall it is estimated that 0,9% of sales in dry grocery is a 
conservative estimate of the total cost saving benefit achieved by grocery suppliers and 
distributors. 

The consumer is the final, but by no means the least, beneficiary of tlie Efficient 
Product Introduction Strategy. Consumers will see more genuinely new and innovative 
products and less me-too products of marginal benefit 
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ExhibU43: 



Dbtrfbator ud 

Sappller 
Select Item to Test 



Distributor and fupplier^>rolcer mtnagere meet regularly to review 
coimimer^'^ consumer research, research and development projects. 
By mutual agreement they select one or more items to test 
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Tcst Preparatloa 



The distributor selects appropriate lest stores based on target consumer 
demographics. The supplier prepares test quantities of the product and 
promotional materials 
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Test Implem«Dt*tlon 



The distributor arranges for the product to be cut into the test stores and for 
promotional materials to be sent to members of its Frequent Customer 
program. Ilie supplier ships test product directly to the test stores (and 
not through the warehouse) for both the initial order and for replenishment 
ocders* 



Distributor, supplier and tyroker monitor POS transaction data to see wtw has 
bought the product, the effectiveness of different promotional offers (if 
several were lested), and the past purchase history of consumers who 
purchased the product 

Distributor ar r an g es for follow-up plione hilerviews (paid for by the supplier) 
with co nsuro ers who purchased the product to determine product evaluation and 
future purchase probability. 



The distributor, supplier, and broker review results and decide to 

a) Drop the product, or 

b) Modify product or marketing mix and re-test, or 

c) Bring pfXMluct into full distribution. 



This development process, which would be going on almost continuously, will 
result in major benefits to distributors, suppliers, and brokers. Distributors will have a 
much greater capability to evaluate new product offerings and to objectively determine the 
product's potentifl sales in its madcets and to its customers. Direct cost savings to 
distributors will be low (0.01-0.02% of sales) because suppliers bear most of the costs of 
introducing new products and of deleting failures. Distributors will realize inventory 
productivity inq)rovements as less slow-turning items will be introduced , but the most 
important improvement will be in sales increases as distributors can fixus their new 
product acceptances on products that will increase total category sales rather than take a 
share of existing sales. 
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Evaloatloa 



V 



DccblooB 



Distributors may find the greatest benefit of tliis process in their own private label 
development programs. By testing products aind consumer satisfaction on a continuous 
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Exhibit 42: 



Cumulative Cost Buildup of New Product Introduction 

tOO^Toul coft to supply chain to develop uid Introduce • new product 

07.8 




Source: Rtport of Mnt Industry Ttsk Foro* on Now Product tntroducfon and Delolion* 



Tlie Efficient Product Introduction strategy provides the opportunity for distributor 
and consumer involvement much earlier in the process. As with the tliree other Efficient 
Consumer Response strategies, a prerequisite to gain much of the benefits is that distributor 
and supplier/broker arc working together as allies with a mutual commitment to focus on 
what the two parties can do together to provide greater consumer value. The joint emphasis 
shifts to a continual, real-time testing process of promising concepts and product 
improvements. More products will get tested but at a much lower cost per test, enabling 
suppliers to put more resources into probable wirmers and less into weaker products. A 
typical joint project is shown in Exhibit 43 . 
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consolidation of the retail segment with the growth of chains and expansion of store sizes 
also reduced the contact between the store owner and his customers, maidng it much more 
difficult to objectively evaluate new products against die needs of the store's customers. 

Several leading retailers are today planning or implementing programs that will help 
them to restore much of the link that existed between retailer and consumer. These 
programs are now becoming feasible as computing technology developments allow large 
quantities of data to be stored and analyzed at low cost. 

One of the most exciting developments is the use of consumer cards that identify the 
consumer who is making a POS transaction. Such cards range from bar-coded check- 
cashing cards to savings club or frequent shopper membership cards which entitle the 
holder to special in-store offers or to other awards. By collecting household demographic 
information from surveys these retailers are building databases that are providing 
previously unobtainable insights into their customers and their buying pattems. 

These customer database tools are particularly effective when used in a category 
management based organization. The category manager can perform analyses to 
understand which consumer responds to which promotions, who is brand loyal and who is 
not, who is buying which brands or items, etc. In txim, this information will help him to 
make more informed promotion, pricing, space management, introduction and deletion 
decisions. 

These developments are expected to have major ramifications on the way new 
products are introduced in the grocery industry. A 1990 study conducted by Deloitte and 
Touche for a Joint Industry Task Force on New Product Introductions and Deletions 
showed that 21% of the cost of introducing a new product was incurred prior to 
introducing a new product to the trade and 49% of the cost was incurred prior io 
introducing it to the consumer. A very substantial investment has therefore already been 
made before the distributor and the consumer have had an opportunity to evaluate the 
product in a normal (as distinct from a simulated or test) madcet setting. 
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Exhibit41: 



New Product Development Benchmarks for Quick Response 



Identify 
potential 
opportunity 



Create test 
quantity of 
new product 



20 days 



Monitor 

POSintest 

stores 



Order larger 
quantities for 
more stores 



20 days 



30 - 60 days 



Due to the iiiq)ortance of speed, these companies have created cross-functional 
development teams containing all the functional skills required e.g.. design, development, 
costing, piux:hasing, production engineering, etc. Working concurrently on a new concept, 
the team members can cut weeks out of the development cycle. 

Quick Response companies have also involved tiieir retail customers in the product 
development process to an unprecedented extent. Whereas previously customers had litde 
or no input into the process until the salesperson showed them the line, today retailer and 
vendor are regularly discussing new product ideas and opportunities. This early input into 
the process is resulting in less effort being wasted on products the retailer doesn't want and 
provides the vendor with ideas for products that he was not aware of. 

Efficient Product Introductions 

In years past, the owner of a grocery store developed a strong relationship with liis 
customers. Through frequent contact he came to know his customers and their families 
tastes, likes, habits, lifestyles, and changing needs. When he bought products he bought 
with his customers needs in mind, and he evaluated new product offerings based on his 
judgment of how his customers would benefit from the new item. 

Mass marketing radically changed the relationshq) between retailer and customer. 
Suppliers communicated direcdy widi customers through advertising and promotion, 
creating demand for products and reducing the retailers role in selecting products. The 
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- Excess costs incurred in launching new successful 
products, princqjally excess manufacturing, 
warehousing and distribution costs due to an initial 
massive inventory buildup needed for introductory deals 
and special offers e.g. free goods. 

Clearly a significant cost reduction opportunity exists and, as both distributors and 
suppliers and brokers are dissatisfied with the current process, the timing is right to explore 
alternative approaches. 

Changing Product Development Practices in Other Industries 

In recent years product development practices have changed profoundly in 
manufacturing con^anies who have adopted Total Quality Management and in general- 
merchandise vendors who have adopted a Quick Response strategy. There are three 
common elements to the new processes adopted by these companies: customer 
involvement, teamwork, and continuous, rather tfian episodic, development. 

Quick Response takes its name from the goal of responding more effectively and 
more quickly to consumers changing fashion tastes. As the market for general merchandise 
products such as apparel, footwear, home fashions, cosmetics, etc. became more 
fragmented and more volatile the traditional, sequential product development process 
became less and less effective. This traditional process is organized functionally with each 
function doing its task before handing over to the next function. While this mitiimizes cost, 
it also creates a long and inflexible process which results in high losses as excess product is 
marked down to be sold at or below fiill cost 

These markdowns occur on products produced by the vendor which the retailer 
didn't buy and on products bought by the retailer which the consumer didn't buy. Both 
problems are caused by inaccuracies in forecasting what the customer will buy many 
months in the futiue. 

Quick Response companies have made major changes to their product development 
processes. Their new process is based on continuously monitoring POS activity to detect 
trends and continuously testing new product concepts in a limited number of stores. 
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Distributors aie finistrated that too many of diese new products are marginal, me-too 
products that add litde or notfimg to total category sales. Less than 1% of new products 
introduced achieve more than $15 million in total annual sales. Accepting such products 
increases costs as the number of items that die warehouse must stock increases requiring 
additional slots and inventory financing. These itoms, tfierefore, result in a decrease in 
efficiency to the total system. 

Distributors welcome genuinely new product concepts. However, these account 
for only 13% of all introductions. Two-thirds of all new product introductions arc line 
extensions - additional flavors or sizes to an existing line - that the supplier hopes will gain 
share for the total ]int but which rarely create significant incremental category sales for the 
distributor. 

To counter the pressure from suppliers to accept new products, many distributors 
have negotiated slotting allowances and otfier fees. To tfie extent tfiat such fees discourage 
die introduction of products of marginal utility they increase the efiBciracy of die system. 
However, if such fees arc holding back die introduction of irmovative new products, or if 
the payment of the fee persuades a distributor to accept an item he would otherwise have 
rejected, the system becomes less efficient No data is available to develop any valid 
conclusions on whether, on an overall basis, these payments are increasing or decreasing 
the efficiency of the system. 

The suppliers' princq)al concern is with the high cost of introducing new products, 
estimated at $15-$20 million per event. They believe that tfiese costs, coupled with high 
failure rates, have forced them to concentrate on lower risk products such as line extensions 
or responses to competitors* introductions. Line extensions have also been favored as a 
way to increase sharc of market, an important management performance measure in most 
supplier organizations. 

Suppliers* estimates of die excess cost to die grocery system in the product 
development and introduction process range as high as 4% of net sales. These costs 
include .7 """ 

- All development and introduction costs associated with 
failed products, including products canceled before 
introduction as well as products witfidrawn after 
launching. 
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EFFICIENT PRODUCT INTRODUCTIONS 



The development of new products and services is one of die most ixi^itant value- 
creating processes in eveiy industry. The grocery industry is no exception. New products 
and services create interest, excitemmt and new business opportunities by providing 
consumers witli better, more convenient or lower priced ways to fulfill their needs. The 
success of the grocery industry in creating new products is evident in the fact that one-third 
of consumer sales are products that did not exist ten years ago. 



While distributors and su^^liers agree on the importance of developing and 
introducing new products, marry voice concenis that inefficiencies have crept into the new 
product creation and introduction process in the grocery industry. They believe that 
distributors and suppliers working together as allies can both reduce the costs of product 
development and introducd<Hi and, more in^rtantly , develop more and better products 
than are being produced today. In diis section we discuss these concerns, review changing 
practices in other industries and assess the potential benefits possible through Efficient 
Product IntroductiorL 



Industry Concerns 



As the number of new product introductions has sky-rocketed in the last ten years, 
reaching 15,400 in 1991 (Exhibit 40), distributors have been under increasing pressure 
from suppliers to accept new products for distribution. 



Exhibit 40: 



IS.OOOy 

i«,ooo- • 

14,000- - 
12,000-- 

to,ooo.» 

B,000- • 
6,000. . 
4,000+ 
2.000 



M^raat$€fi Intr^tiucHanM 1P75 - X 991 



Ttw numb*r of n«w product Introduction* 
«xplod*d in ttw 1980** 




Soure«i Oormafu N*w Product N«w« 



87 



^PABEBim 



Two, more efficient, alternatives are proposed under ECR; The first, scan- 
validated coupon redemption, is currently being tested in a pilot co-sponsored by the FMI 
and OMA. Under this approach suppliers reimburse distributors directly based on POS 
data, eliminating much of the cosdy reden^tion processing and validation expense. It is 
projected this system could reduce the distributor's e7q>ense in half, with additional savings 
in suppliers ' processing costs. 

The second alternative eliminates paper coupons con^letely. Under this approach 
items canying a supplier rebate would be shelf mariced "Supplier rebate: 50^ taken off at 
register/* The price look-up system would print both the regular price and the rebate on the 
tspt, and the supplier would be invoiced electronically based on sales. This sqpproach 
would eliminate the printing and distribution expenses as well as the redemption expenses, 
reducing the total cost to the grocery iridustry of coupon-type promotions by 25-30%. This 
approach ( but without supplier particq)ation) is already used by some leading distributors 
for in-store promotions, and is a common practice in the general merchandise retailing 
sector for both temporary and permanent ma±downs. 

Both £^roaches are more efficient because tlw incentives they offer reach die 
ultimate consumer without waste. 

Another feature of consumer promotions is special displsQrs. Traditionally these 
have been built in-store by the suppliers' or brokers' sales force or by the distributor's 
store personnel. Several suppliers are now using Pre-Assembled Displays which are 
assembled on pallets at their warehouse and either shq>ped directiy to the stores or are 
cross-docked through the distributor's warehouse. Savings of $0.25 per case for in-store 
receiving and display-building labor have been reported, plus an additional $0.1 1 per case 
savings resulting from full-pallet cross-dock handling in tfie distributor's warehouse. 
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ExhibU39: 



Recommended ECR Trade Promotion Principles 

1. Suppliers should offer alternatives to their distributor customers. 

Distributors stK)uld be able to dioose between continuing to buy under 
current practices or an alternative offered by eacti supplier. The most 
promosing alternative is a fixed net price arrangement, sometimes 
referred to as a "continuous deal**, which reflects both the average 
weighted value of promotioiuil spending and supplier savings which 
are realized from smoothing the product flow. 

2. Suppliers should simplify promotional deals. 

One major supplier found that it had 1 12 diff^ent variables in its 
promotion offerings. Through analysis it found it could reduce the 
number of variables to 12, greatly simplifying the administrative 
burden internally and for customers. 

3. Suppliers must ensure distributor's deal files are accurate. 

Suppliers and brokers should use the UCS transactions to promptiy 
communicate accurate, up-to-date information on promotion 
aiuiouncements and changes. Sales persoimel should be held 
accountable for invoicing errors resulting from a failure to meet these 
goals. 



Consumer Promotion 

Consumer promotion is an important tool for motivating purchase. Couponing is 
the most prevalent form of promotion, but it is highly pq)er-intensive and tecimology is 
now providing ways to make this more efficient. 

Over 280 billion coupons are distributed annually in the U.S.A. To put this in 
perspective, they would cover an area of 2,500 square miles, over twice the area of Rhode 
Island. Only 2,6% of these coupons are redeemed, with an average value of $0.54 each. 

The coupon system is costiy to administer in addition to its questionable 
environmental value. Altiiough redemption rates and costs vary depending on the coupon 
delivery system, it is estimated that only 45% to 50% of the total cost of coupon programs 
actually reaches the consumer. The balance is absorbed by coupon printing, distribution, 
redemption and administration expenses. 
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Exhibit 38: 



COST AREAS IMPACTED BY DEMAND VARIABILITY 



Raw Materials 

Manufacturing expense 

Warehousing 

Transportation 

Source: Trade estimates 



Unplanned purchases, 
excess inventories, excess 
inbound freight 
Excess capacity, inefficient 
utilization, overtinae 
Excess capacity, contract 
warehousing 
Inefficient scheduling, 
premium rates 



0.5 to 2.0% 

4.0 to 8.0% 
5.0 to 9.0% 
3.0 to 6.0% 



Possible Solutions 



As noted eariier, trade promotion practices are a highly sensitive issue between 
suppliers, brokers, and distributors. Since suppliers set the stage for the problem die 
burden of solving it must also rest with the suppliers. 

Current trade promotion practices evolved over many years and it is unrealistic to 
expect that they can be conqjletely eliminated overnight witfiout causing extreme difficulty 
for many distributors. Smce Efficient Consumer Response is fundamentally a strategy for 
suppliers, brokers, and distributors to work together joindy to bring greater value to the 
grocery consumer, a unilaterally imposed solution is quite contrary to the guiding principle; 
of ECR. A set of reconunended principles for trade promotion practices tiiat is consistent 
with ECR is set out in Exhibit 39. 
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Anotfier tactic employed by suppliers to wisure that their promotion funds reach the 
consumer is special packaging. These include bonus packs or packs with coupons on the 
outside or on the inside, all of which create additional costs in packaging, warehousing and 
administration. 

Production and Shipping Surges 

With 80% or more of many items being bought on deal, the sliipping pattern from 
supplier to distributor bears little resemblance to the pattern of consumer purchases. While 
die difference in rate of consumer offtake between deal and non-deal weeks may be a factor 
of two or three (depending on the incentive), the difference in a supplier's shipments 
between a deal period and a regular price period may be a factor of 10 or 20 or even more, 

Exhibits?: Effect of Promotional Activity on Weekly Sales 




Furthermore, orders received by the supplier or broker are also influenced by 
additional factors such as rounding up or down to truckload quantities, diverting 
opportunities, etc., which further compound the difficulties of forecasting future orders. 

This high variability and unpredictability of demand results in significant cost 
increases in suppliers' operations. Trade estimates of this impact are shown in Exhibit 38. 
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competitive disadvantage as his average purchase cost will be above the market average. 
Conversely, the competitive advantage of a distributor who used to buy 80% of his needs 
on deal has been eroded, and he must now buy 85%, 90% or more on deal to have any 
advantage. However, the returns on investment diminish at these levels as inventory is 
held longer and higher storage and financing costs are incurred. 

The net result is that the competitive advantage distributors gain by forward buying 
and diverting is much less than it used to be. However, the additional costs incurred by the 
entire groceiy supply chain remain. 

The additional costs in the supply chain created by suppliers' trade promotion 
practices affect ahnost every area of the suppliers' and distributors' cost stnicture. This is 
occurring for two reasons- - the increasing complexity of trade promotions and the 
inventory surges created by producing and shipping large amounts of product in short 
periods. These are discussed separately below. 

Complexity of Trade Promotions 

The primary goal of suppliers' trade promotion spending is to incentivize consumer 
purchase. As forward buying became more and more widespread, suppliers realized that a 
growing proportion of their trade promotion spending was not getting passed through to 
the consumer but instead was subsidizing the disOributor's business. As groceiy 
distribution is a highly competitive business, distributors were unable to keep this 
additional margin as profit for themselves, but instead they weie able to offset other cost 
increases without increasing the price to their customers. 

To try to ensure that more of their trade promotion fimds went through to the 
consumer, suppliers began to create more and more complex schemes. These included 
performance requirements, bill-back arrangements, and maricet development funds which 
supplemented the simpler off-invoice arrangements. Commonly, ..everal different deals 
might apply to the same purchase order, making it increasingly difficult for distributors to 
detemiine which deals offered the best terms. 

The administration of deals has become a burden for distributors, suppliers, and 
brokers. A chain retailer may have 7,000-8,000 deals on file at any time, leading to 
numerous misunderstandings over deal terms, the cause of 78% of invoice deductions 
according to a Joint Industry Task Force shidy on invoice deductions. The same study 
showed that buyers and salespeople spent 10%-15% of each appointment resolving 
deductions, and industry estimates are that buyers spend an average of two houre per day 
resolving pricing discrepancies. 
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Trade Promotion 

The origins of ttie pricing strategy of maintaining hi^ list prices and then 
ftequently discounting off these list prices is generally attributed to the price controls 
imposed during the Nixon administration. Suppliers decided to adopt this strategy to avoid 
ever finding themselves unable to raise prices in an inflationary environment. 

While this philosophy may have had some validity in the inflationary 70s, it clearly 
has little to do with the increase in trade promotion spending in the low inflation 
environment of the last decade. The reality is perhaps closer to the metaphor used by 
several suppliers in our interviews-tracte promotion is like a drug, effective at boosting 
sales at first in small amounts but gradually, as competitors match offers, the amount has to 
be continually increased to meet quarteriy shipping goals. Like a drug, trade promotion is 
hard to break as the system becomes dependent upon it, even despite the bad side effects 
that it produces. The withdrawal is painful, requiring great strength and a strong sense of 
the ultimate benefits to persevere to success. 

Initially trade promotion was relatively simple, focusing on off-invoice allowances 
for shipments made in a given tin» period. Not surprisingly, distr&utors recognized that 
by buying more than they sold during the deal period tfiey could make additional profit by 
selling the excess once prices returned to list or regular levels after the deal period. This 
practice, known as investment buying or, more commonly, as forward buying enabled 
these distributors to gain an advantage over other con^titors who weren't forward 
buying. 

Forward buying appears to have an excellent return on investment for the 
distributor, with annualized rates of return, after deducting additional handling and 
warehousing expenses, typically exceeding 50% on many deals. Distributors widi well- 
managed forward buying programs are typically able to increase their gross margin by 3 or 
more percentage points. 

The regional pattern of trade promotion has also led to the practice of diverting. 
Goods bought on deal in one region may be resold at a profit in another region where no 
deal is running. This provides additional profit for both the buyer and seller and for a 
middleman, if involved. The diverter market has becon>e an efficient secondary market in 
"which infdSnatlon is^ electi:omcaUy, providirig ready access for buyers and 

sellers to prevailing offers and bids. 

Forward buying and diverting have become so prevalent that distributors are now 
forced to do it if they are to be competitive. For example, if 80% of an item*s volume in a 
maricet is being bought on deal, any distributor who buys less than 80% on deal is at a 
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EFFICIENT PROMOTION STRATEGIES 

Promotion practices in ttie groceiy industry have become tiie most hotly-debated, 
and the most sensitive, issue between suppliers, brokers, and distributors* Strong 
opinions have been voiced by all sides, and there is no unanimity of opinion even among 
those on the same side. The disagreement centers not on the fact tliat promotion practices, 
and particularly trade promotion, add additional costs for suppliers, brolcers, and 
distributors, but rather on how these costs can be reduced without losing the purchase- 
incentive for the consumer or eroding the competitive position of the distributor. 

There are three major promotional activities in the groceiy industry: consumer 
advertising, consumer promotion and trade promotion. Over the last decade the supply 
industry's promotion spending has shifted away from advertising and heavily into trade 
promotion while consumer promotion has remained relatively steady. 

Ex}ubit36: 

Promotion Spending Mix. 198 1 and 1991 



Advertising Advertising 




Trade Trade 
Promotion Promotion 

1981 1991 



Suppliers admit that this shift results from demands for short-term, quarter by 
quarter, sales growth and market-share gains in a slow-growth maxket. It is an established 
fact that consumers will respond more quickly to a price promotion than to an increase in 
advertising spending. Many suppliers are concerned that this short-term focus is leading to 
an erosion of the value of their brand franchises as consumers become more price 
conscious and less br and loy al> ._ _ 

Consumer advertising is not a practice that adds cost to the distributor, nor does it 
degrade the overall efficiency of the totd system except for the money spent on 
unsuccessftil new product introductions, discussed in the next section. The major areas of 
inefficiency are the result of trade promotion practices and, to a lesser extent, in consumer 
promotion practices. 
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Although the investment is relatively high, the operating benefits are extremely 
enticing. Through the use of the Efficient Replenishment element of ECR, retailers can 
expect to cut warehouse inventory levels by one-half. This reduction in inventory and 
handling will not only affect inventory carrying costs and logistics cost, but it will also 
signlficandy reduce damage claims caused by mishandling and out-of-date codes. 

Further, the efficiency administration of product and information flows is greatly 
increased. With the majority of transactions staying within the paper-less system (it is 
estimated that 90% of all order-invoice-payment transactions can be handled automatically), 
there will be tremendous savings in administrative effort. This frees buyers to spend more 
time on forecasting and categoiy management leveraging their talents to a much greater 
degree. It also allows salespeople to spend less time processing forms (currently 30% of 
their time) and assist in more value adding activities such as category management and new 
product launches. These benefits are summarized in Exhibit 35. 



Exhibit 35: Projected Savings From Efficient Replenishment 





Pistributvr 


Supfflkr 


Total 








0.57% 


Store Ordering 


0.29% 






ItrnVPrice Maintenance 


0.03% 






Receiving/Backroom 


0.25% 






Puyins/Sflline 






0.73% 


Item/Price Maintenance 


0.03% 






Promotion Maintenance 


0.04% 


0.15% 




Order Preparation 


0.06% 


O.J 5% 




Order Validation 




0.10% 




Invoice/Receipt PO Matching 


0.12% 






Cash Application 




0.10% 




EDI Costs 


-0.01% 


-0.01% 




Lofristks 






1.50% 


Damages 




0.30% 




Receiving 


0.01% 






Pallet/Case Cross Dock 


0.14% 






Transportation 


0.30% 


0.15% 




Warehouse 


0.30% 


0.20% 




TOTAL 


1.56% 


1.24% 


2.80% 
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Summary 



The investment, by all parties, in Efficient Replenishment is not insignificant. The 
quantification of this investment is difficult since each individual company starts from a 
different point with regard to functionality, age, and integration of current systems. It is 
assumed in these estimates that the retailer has in place POS scanning equipment in all 
stores and an EDI communication and translation system installed as well. 

Estimates for these investments are summarized in Exhibit 34. The placement of 
distributor versus supplier investment is made based on a "traditional" allocation of 
business functions. However, activity re-assignment could mean that traditional retail 
systems are operated by manufacturers, brokers, or wholesalers (e.g. store perpetual 
inventory, CAO). 



Exhibit 34: Projected Investments for Efficient Replenishment 



L?Y«1 1 


Efflcifnt Rcplfnishm«nt Mvduk 


distributor 


Supplier 


Store 


POS DataC^ture 


$200,000 




Replenishment 


DEX/NEX UCS DSD 


$1,200,000 


&> c r\r\c\ M 

$5,000 to 








rf» ^ f\f\f\ 
$7,000 per 








driver 




Store-Level Perpetual Inventory 


$500,000 






Computer Assisted Ordering 






DC 


Item, Price, Promotion Databases 


$300,000 


$300,000 


Replenishment 


Electronic Data Interchange 


$100,000 to 


$100,000 to 






$200,000 


$200,000 




Purchase Order Management 


$200,000 






Supplier Fulfillment Systems 




$2,000,000 


Financials 


Accounts Payable 


$200,000 






Accounts Payable and Cost Application 




$200,000 


Level 2 








Store 


Store SKU forecasting 


$700,000 




Replenishment 










Dynamic CAO (incidental) 


$300,000 






Dynamic CAO (from scratch) 


$3,000,000 




Integrated 


Dynamic Allocation 


$500,000 


$500,000 


Store-DC 


Electronic Receiving/Cross Docking 


$300,000 




Replenishment 


Case Cross Dock Conveyor 


$400,000 
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At the shipping dock, the store leplenishment orders being filled from warehouse 
inventory in the current wave, the store-assembled pallets, and the cross-docked cases are 
merged into a single tmck and sent on to the store completing the product replenishment 
cycle. 

The effidait building of ASNs electronically and electronic receipt processing relies 
on the scaraiability of UCC case codes. Today only approximately 60% of dry grocery 
cases aie UCC bar-coded. Within this 60% the accuracy and low scannability further 
lessens the usefulness of these bar-codes for electronic data capture. Increasing the 
praetration of usage, the accuracy of coding, and the scannability of these bar-codes will 
help catalyze the electronic receiving process. 

Today the implementation of the ASN is quite low. The primary reason for low 
implemoitation lies in the fact that its utility is lessened if it is not tied to automatic 
id»tification schemes which enable the transaction to utilize its cipacily for receiving 
detail. These auto-ID schemes are not prevalent in the industry today. The ASN when 
used with tfiese auto-ID schemes(UCC case coding, UPQEAN serial pallet labels) 
supports true electronic store receiving and diedc-in. Scanning at receipt will also increase 
the efficiency of the store receiving process. When these two technologies are in place, 
automatic identification of quantity discrepancies can be implemented. 

Another reason for a low rate of implementation of the ASN appears to be the 
current "batch" nature of EDI. While shiiments are made throughout the day, EDI 
transactions are saved and sent in batch overnight to take advantage of off-peak 
communications charges. This often results in the sh^wit arriving prior to the ship notice 
which negates its value in providing pre-receq)t informatioa This is a prime example 
where minimization of communication costs results in overall system inefficiencies. ECR 
allies win move to sending and receiving EDI transactions in a more timely manner through 
•"fast-batch" or "real-tinae" EDI services. 

Implementation of case and pallet cross docking by the distributor can cut logistics 
costs by 0,02% ^ sales However, die pallet cross docking represents an activity re- 
assignment to the supi^r wWch can increase costs by 0.05% of wholesale sales dollars. 

The investment required for the distributor to inq>lement these logistics modes is 
twofold. First the system supporting system are estimated at $300,000. Second an 
investment in conveyor equipment is required for the case cross docking option. This 
equipment is estimated at $400,000. 



loading considerations. Once this adjustment is con^)leted this becomes tte purchase order 
quantity with a portion of the order designated for case cross docking. 

The additional quantity added to create the logistically efficient load will go into the 
retail warehouse inventory. This will be the case for low-volume items where insufficient 
sales volume justifies the logistically efficient order quantity. This excess will then be used 
to replenish the store replenishment orders until another order is required. This load 
balancing quantity becomes the "turn" inventory in the warehouse. 

Adding die Dynamic Allocation functionality to the Dynamic Allocation SystOTi, 
requires additional investment in software siq)port. This is estimated at $500,000. The 
benefits of a dynamic CAO system coupled witfi a dynamic allocation system for the 
distributor come from: 

• Automation of order preparation estimated at 0.06% of sales 

• Reduction of warehouse inventory estimated at 0.20% of sales 

• Reduction of warehouses Space estimated at 0.07% of sales 

For the supplier the automatic creation of pre-vaUdated orders will result in a 
reduction of 0.35% of wholesale sales from drastically reducing tfie costs associated with 
order preparation and validation. Further a reduction in grocery supply chain inventory and 
handling should cut costs associated with damages by 50% which represent a reduction of 
0.30% in wholesale sales dollars. 

To achieve these benefits, a supplier must enliance the fulfillment systems and 
procedures to accommodate pallet cross docking. This investment is estimated at 
$500,000. 

Electronic Warehouse Receiving and Cross*Docking 

UpoA receipt of the ASN, tlie distributor can update in^transit information, prepare 
a receiving document, and open-up the in-transit goods for allocation in the store picking 
waves that will be active upon receipt of the truck When the truck arrives, the pallets are 
off-loaded, scaruied, quantities checked, and on-hand information updated. 

The store-assembled pallets are either moved directly to a shipping dock or staged 
for the designated picking wave. The nonstore-assembled pallets are then either case cross- 
docked or put-away, and die put-away locations updated into the system (the receiving 
document may already have done this with directed put-away instractions). 
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critical missing link. This missing link is the Dynamic Allocation sub-system. This sub- 
system takes as its primary input the "open to receive" quantities from the dynamic CAO 
sub-system and efficiently "sources" the product through a dynamic allocation process. 

The first pass is through the retailer's own warehouse inventory. If the product is 
available, the open to receive quantity is increased by the expected sell-down of store level 
sales using the store-SKU forecasts and the replenishment lead time until the next store 
delivery. This produces an expected on-hand quantity at the time the next shipment will be 
received at the store. If this quantity is greater than the minimum order quantity (case or 
inner pack quantity), the stores' need for this item is filled from on-hand inventory and the 
open to receive quantity is filled. 

Included in this allocation of on-hand product is a dynamic allocation of scheduled 
in-bound product due to be received prior or during the next picking waves for the stores. 
This requires a tight linkage to the in-bound and out-bound track scheduling module. If 
product can be allocated from these in-bound shipments then cases in the affected receipts 
are tagged within the system to be case cross-docked thus making the warehouse merely a 
transit point for these cases rather than a stopping point. This maximizes the efficiency of 
product flow fr^om surlier to store. 

The remainder of the product must be sourced from suppliers. The first step is a 
determination of the source and delivery mode. If sufficient quantities exist for a store 
from a single manufacturer, then the order is prepared with store distribution information 
so that the manufacturer can assemble the order, palletized by store. These shipments will 
then flow through the distributor warehouse in a pallet cross dock mode. This minimizes 
warehouse handling expense with the potential for a logistics savings of $0.11 per case. 
Assuming 10% of all dry grocery product can be handled in tliis manner, the retailer will 
realize a savings of $200,000 per armum. 

Pallet cross-dock quantities are netted from the overall store replenishment needs. 
The net outstanding open-to-receive quantities will be either case cross docked or ordered 
to replerush warehouse inventories (low volume items). In this process, the individual 
store replenishment order-lines (quantity by store-item) are sorted by product source and 
aggregated across all stores* needs. For non-pallet cross-docked orders, the cases will be 
targeted to fill specific store needs and as described previously be dynamically re-allocated 
at the point in time when the shipment is in-transit thus allowing product to be re-directed 
using the most recent open-to-receive quantities. 

In this process the total quantity required by item is adjusted to create a logisticaliy 
efficient load. This takes into consideration pallet ties/highs, pricing brackets, and truck 
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item when received This change to cunent practices could effectively increase the store's 
capacity for cany inp items by up to 30% with no additional space costs and with tfie same 
level of store inventory! In this example the same retail space with same inventory level 
generates double the sales volume and inventory tumover. 

The second key difference in the Dynamic CAO system from the best practices 
CAO is the re-order algorithm. The dynamic CAO system always reports the difference in 
the order up to model and the current perpetual inventory. This is a key difference that de- 
couples the CAO system from the minimum order quantity. 

These quantities do not represent orders at this time, but rather "open to receive" 
quantities. Once the store level "open to receive" quantities are generated, they are passed 
to the dynamic allocation sub-system. It is in this module that these "open to receive" 
quantities are then combined with forecasts, replenishment lead times, and minimum order 
quantities. This is explained further in the next section. 

The investment required to fully implement a Dynamic CAO system is estimated at 
$3,000,000 if a distributor has no CAO system in place. This assumes accurate POS data 
capture and a store-SKU perpetual inventory system are in place as well as the Store-SKU 
forecasting system described in the prior sub-section. TTiis investment includes the 
development, testing, implementation, and training required to install this system. 

If starting with today's best practice CAO system in place, an incremental 
investment is required to convert this system to a dynamic CAO system. This involves the 
development of the retail inventory modeling algorithm to determine store-SKU model 
stocks and the conversion of the re-order calculation to generate "open-to-receive" 
quantities- This incremental investment is estimated at $300,000, 

The benefit of a dynamic CAO system comes in the form of increased sales and 
space utilization. This is estimated to achieve further sales increases for the distributor 
conservatively estimated at 1-2%, This comes from another incremental reduction of out- 
of-stocks above and beyond what can be achieved with a simple CAO system as well as 
from additional sales resulting from an increased SKU offering with no increase in selling 
space. This system also has the potential for reducmg store level inventory by up to 25% 
(assuming the same nimiber of SKUs), 

Dynamic Allocation 

The best practices replenishment model describes how to best optimize the two 
separate replenishment loops - Store from warehouse and warehouse from supplier. To 
create the single, integrated replenishment vision of efficient replenishment there is today a 
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The Storc-SKU forecasts, described previously, address this weakness and provide 
the linkage to the next generation of conq)uter assisted ordering systons - Dynamic CAO* 
Dynamic CAO systems coupled with ^rnamic allocaticm and store*SKU forecasting can 
automatically generate stoie order quantities both for basic and promotional needs. There 
are two basic differences between the today's best CAO systems and the Dynamic CAO 
system. 

First, the order up to model is forecast and service driven rather than the more 
traditional case-pack driven assortments. The forecasts are combined with a store 
inventory model within the Dynamic CAO module to determine the proper stocking level of 
each item in a store. This model combines the consumer forecasts with service level 
targets, replenishment lead times, and minimum order quantities to generate retail model 
stocks and promotional order quantities. 

Further, the model varies over time based on anticipated changes in sales volume 
due to seasonal fluctuations and promotional plans. Finally, if currmt sales levels change 
vis a vis the forecast, the forecast is modified to reflect current sales levels resulting in store 
model changes. These changing models can be implemented on an exception basis so that 
store and category resets are focused around changing sales patterns. Thus store models 
are dynamic in two ways - forecast changes in sales volume and changes in forecasts. 

The resulting models are input to space managemwit tools to assort the shelves with 
the proper quantities of each item. The retail inventoiy model determines the quantity of 
each item required, the space management tools place these models witfiin the stores* 
fixtures. 

By using forecast driven model stocks the retailer can be assured that store 
inventories properiy balance service with inventory turnover to optimize store inventory 
performance. This is further optimized by a reduction m niinimum order qum^ 
represented by case or inner pack quantities. As these are reduced a more consistent store 
inventory turnover is aciiieved and can increase the number of items tiiat can placed in a 
store. 

For example, if an item is forecast to sell on average four units per week, a case of 
24 represents a six week supply. This requires two facings of 12 units per facing 
(assuming two high by six deep). A forecast and service driven model may suggest that 10 
pieces optimally balances service and turns. This would require one facing. This frees one 
additional facing for a new item of similar movement. 

Each sale of the additional item arc incrementally additional sales. To achieve these 
sales levels the minimum order quantity of botii items must be 12 to be able to pack out the 
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POS History 

A primary objective of Phase I was the accurate capture of POS data. This was 
used on an operational basis to support CAO systems. In Phase II, the role of POS data is 
expanded in its usage requiring an accurate history of consumer sales for planning 
purposes. These data will be used to support other areas such as category and space 
management, forecasting, and dynamic computer assisted ordering. Once captured these 
data must be retained in a historical POS database of high integrity. This database is 
coupled with a retail promotion calendar to identify POS data distortions caused by past 
promotions. 

Store-SKU Forecasting 

True Efficient Replenishment is driven by using POS data to forecast consumer 
sales at the store-item level. Tliis level of forecasting has botfi a basic and promotional 
component. Promotional forecasting is used to deteraiine adequate store inventory required 
to support consumer promotions. This triggers promotional orders which arrive in the 
store prior to the promotion. 

To be effective and responsive, the Store-SKU forecasting module must be 
equipped witfi a feedback mechanism to constandy conq)are actual sales with forecasts. 
This validates forecasts and allows for an update of store-item forecasts on an exception 
basis. This means that the forecasts are not static but constandy change to reflect the 
current level of consumer sales. These changes tiien are used to remodel the retail 
inventory targets and may require space allocation changes if die new model exceeds the 
ciurent facing capacity. 

Once developed, forecasts are summarized by SKU across the entire chain (or 
regionally) and passed back to die supplier via die EDI forecast transaction (VlCS 830). 
This information, when integrated into the suppliers' planning systems can provide 
tremendous value in the manufactui;ing planning and scheduling processes. It this forecast 
infomiation, not raw POS data, that will faciHtate die smoodung of manufacturing 
operations widi a subsequent reduction in manufacniring costs and excess inventory at die 
supplier level. 

Given die very large number of forecast decisions to be made (at store-SKU level), 
the support systems can vary widely in terms of cost and sophistication. Tlie most 
sophisticated system will incorporate neural networic processing and/or artificial intelligence 
systems to highly automate die forecast decision making and effectively leverage the 
abilities of people in die system. 
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Accounts Receivable and Cash Application 

When the supplier receives the payment transactions, they can automatically be 
credited to the distributors account, and q)plied to the j^ropriate invoices. Bill-back 
invoices will also be used to automatically generate another Remittance Advice transaction 
coupled with an Electronic Funds Transfer baclc to the retailer. Timely processing of bill- 
backs will further reduce the number of deductions taken by the retailer for late payment of 
the bill-back promotional amounts. 

The automatic cash plication system represents a modest investment, estimated at 
$200,000. Yet it has die potential for saving a supplier 0.10% of sales dollars. This 
provides a significant pay-back when a significant enough number of customers who can 
pay via EDI exist. 

Phase II: Efficient Replenishment 

Conviction of Phase I, Best Practices Replenishment, will result in a paper-less 
system that automates to a very high degree the flow of information and processing in 
today's operating environment. That is, two separate and distinct n^lenishment cycles. 
Phase n of Efficient Replenishn^nt builds upon tiie foundation laid in Phase I by 
integrating these two replaiishment cycles into a single unified r^lenishment cycle 
connecting the store to supplier. 

The Phase II platform is composed of both systems and logistics elements with 
investment and changes being made by both the distributor and supplier. These elements 
are summarized with the primary implementation responsibilities in Exhibit 32, 



Exhibit 32: Elements of Phase n Efficient Replenishment 





Di$tributor 


Supplier 


POS Databases 


X 




Store-SKU Forecasting 


X 


X 


POS Forecast Based Planning Systems 




X 


I>ynamic Computer Assisted Ordering Systems 


X 




Dynamic Allocation Systems 


X 




Electronic warehouse Receiving 


X 




Integrated Track Scheduling & Routing (Distributor 


X 


X 


& Supplier) 






Pallet & Case Cross-Docking 


X 


X 



The integration of these elements with each otiier and witfi the elements of phase I is 
depicted schematically in Exhibit 33. 
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with transfer of owneaship. Untfl these ftont-end inhfeitors are addnsssed, it is pointless to 
attend back-end automation, because 70% of aU transactions wiU "leak out" of the 
automated back-end loop and result in no savings. 

The automation of these back-end processes are initiated by the creation of an 
invoice and completed with settlement involves several systems elements. These are 
described briefly below. 

Automated Accounts Payable 

At the conclusion of the automated front-end replenishment cycle, the following 
conditions exist at the distributor 

- Older is updated in A/P system 

- Advanced Ship Notice Receded via EDI and Quantities updated in System 

- Shqjment Received and Chected-In 

- Received versus ASN Quantities updated in system (minimal with ECR allies) 

- Invoice is received via H3I and updated in A/P systOTi 

At this point aU infonnation required to clear payment resides in electronic format in 
the A/P database. Ibis triggers an automatic matching process which clears all invoices for 
payment where no discrepancies exist between the order, recent, and invoice. 
Discrepancies resuh in exceptions which then require manual follow-up. The objective in 
the overall warehouse replenishment cyde is to minimize these (it is estimated that 90+% of 
invoices can be cleared automatically) 

The payment terais of die order wUl be used to trigger die creation of die Payment 
Order/Remittance Advice which is transmitted to the suppUer and/or bank for payment. In 
addition, any bill-back promotion amounts are computed and an Invoice generated which is 
also transmitted to the supplier. 

The benefits of this automatic matching system are estimated at 0.12% of disttibutor 
sales. This can only be achieved if a high percentage of orders and invoices successfully 
match which depends upon the other elements of efficient replenishment like Item Price and 
Promotion Databases integrated into POM systems. The investment required to implement 
this element of efficient replenishment is estimated at $200,000 in software development, 
mstallatlon, and training. 
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however to the complexities of external interfaces and the inter-system integration required 
The warehouse rq)lenishment cycle also differs from the store leplenisiumnt cycle in 
another important aspect, there is a transf&r of ownership of goods. (This section also 
applies to the back-end invoice and payment processes for Direct Store Delivery as well as 
warehouse replenishment.) 

This transference of ownersiiip is an administrative process that adds no value to 
the consumer. So the associated costs should be minimized. This section describes 
elements of today's best practices which are being used to eliminate as much of these costs 
as possible through information systems automation. To a high degree, the success 
achieved in the back-end is a result of the success in the front end. That is, the largest cost 
factor in this back-end processing is the administration of deductions. 

Currently, only 30% of invoices issued pass cleanly through the system without 
any deductions. The remaining 70% of invoices result in qjproximately two deductions 
per invoice on average. The reasons for these deductions arise for three primary reasons: 



Price discrepancies result primarily from the complexities associated with 
overlapping, multi-tiered trade promotion stmctures. These can also be tied to quantity 
discrepancies in that the quantities ordered do not tie the most efficient shipment quantities. 

Quantity discrepancies result primarily when the number of units received differs 
from the number of units invoiced. Finally, wrong items shipped arise for several reasons. 
The simplest case is where the wrong product is shipped. However, more often than not, 
the actual product is correct but the item number has changed, was not set up in the 
distributors system, the item has not yet been authorized in die store, or the item received is 
packed differently than the item ordered and thus has a different number. 

In 90% of these cases, the deduction is a result of incorrect data entering the 
replenishment cycle fix)m the start, at the time of order creation. This is die result of the 
lack of agreement between trading partners on the data itself, item numbers, quantity 
breaks, logistics considerations, promotion terms, etc. 

With the front-end (i.e ordering) integrated with accurate and timely data contained 
in item price and promotion databases these deductions can be eliminated. This paves the 
way for the back-end automation which minimizes the non-value adding costs associated 



Reason for Deduction 
Discrepancies in Price 



Discrepancies in Quantity 
Wrong Items Shipped 



% 
70% 
20% 
10% 



65 



A completely integrated system incorporating the basic functional requirements 
briefly described here and integrated with the other internal systems can represent a major 
investment for a supplier. A conservative estimate for a single-division supplier with sales 
of approximately one biUion per year would be $2,000,000 in software, developmem, 
installation, and training. 

This estimate should be regarded somewhat cautiously since die size, number of 
divisions, organization, and complexity of operating environments varies widely in the 
supplier community in addition to all the factors listed for distributors* POM systems. 
Again, suppliers must individually examine their starting point in properly assessing the 
investment required to integrate their fulfillment systems 

The benefits of the integration of the preceding elements in the warehouse 
replenishment cycle are enonnous. It is estimated that by creating orders widi valid item 
price and promotion inforaiation. 90% of today's invoice deductions can be eliminated. 
Distributor, tiiis represents a cost reduction of 0.03% of sales. For the suppUer, 0.27% of 
wholesale sales dollars can be saved by eliminating the overhead requited to resolve 
today's level of deductions. 

These afoiementioned elements are necessary to automate the front-end of the 
warehouse replenishment cycle. TTiis creates apaper-less system from time of purchase 
order creation to the shipment of goods and die generation of die invoice. Automating die 
"back-end" processes wiU complete die warehouse replenishment paper-less system from 
invoice transmission to die settiement. Hie elements required to do tfiis are described in the 
next section. 



Continuous Replenishment Programs (CRP) 
Continuous Replenishment Programs typically refer to die process by which warehouse 
inventory and movement is transmitted from distributor to suppUer and die suppUer 
generates die purchase order. However, whedier operated by die distributor or supplier, 
diese CRP programs have made great strides in evening the flow of product in die 
warehouse Replenishment cycle. This typicaUy results in inventory reductions of over 
50% at die warehouse level. A requirement (and some consider it die biggest benefit) of a 
CRP program is a move away from conq)lex trade promotions. Quarterly net costing 
arrangements are prevalent in support of CRP programs. 



Automating the Warehouse Replenishment Cycle (Back End) 

The previous section has described the best practices in warehouse replenishment 
from time of order creation to shipment of product. In concept, this aspect of the 
warehouse replenishment cycle is analogous to die store replenishment cycle. It adds 
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These factors need to be examined by eadi individual company and used to arrive at 
their own development estimates* 

Supplier Fulfillment Systems 

The basic functions supported by the suppliers* fulfillment systems upon receipt 
and translation of an EDI order are: 

• Update the order entry system (validate and edit orders) 

• Allocate Product to the Order 

• Schedule pick-up/drop-off £q)pointments 

• Produce pick^ack documentadon 

• Print pallet labels 

• Release order to the warehouse 

• AssCTible Order and shrink-wrap pallets 

• Apply UPC/EAN Code 1 28 PaUet labels 

• Enter adjustments to quantities (due to system inventory errors) 

• Load onto a track 

• Complete Manifesting Information & Prepare Advanced Ship Notice 

• Update A/R System for Invoice Prq)aration. 

If the ECR ally sending the order has integrated the item price and promotion 
database into their order creation process, then these orders will be able to flow through all 
of these steps with litde human intervention. There are certainly people involved in the 
preparation of the order and scheduling of the shq)ments, but the non- value adding 
activities of order coding, quantity corrections, and manual verification of prices can be 
eliminated. This means that orders can be turned around electronically with very littie 
"leakage" out of this electronic system. 

To do this, significant internal integration is required within the suppliers* 
fulfillment systems. These linkages are summarized below and require individual 
companies to define these bas&l on the bounds and functionality of their current systems. 



integrated with. . . 


EDI In-Bound - 




Order Entry 


Order Entry — 


► 


Track Scheduling/Appointment 


Order Entry - 


► 


Allocation 


Order Entry - 




Warehouse Support System 


Warehouse Support System - 




Accounts Receivable 


Warehouse Support System - 


► 


EDI out-bound (ASN) 


Accounts Receivable - 




EDI out-bound (Invoice) 



63 



: ) r ) 

Otherwise, the technologies will sinofdy pave over existing inefficient practices rather tlian 
aUowing the lealizalion of the true benefits of these technologies. Both external and 
internal integration are equally important in automating the warehouse replenishment cycle. 

TTie key elements in the warehouse replenishment cycle requiring cross-company 
re-engineering and internal integration are identified below. 

Purchase Order Managcinent(POM) 

Today's best practices purchasing systems are fully integrated with: 

• Item Price and Promoti(m Database 

• EDI Systems 

• Accounts Payable System 

• Supplier Fulfillment Systems 

These POM systems utilize the item databases to automatically "code" and pre- 
validate order data witfi respect to proper item numbers, promotion codes, prices, and 
routing instractions. This eliminates the "garbage in equals garbage out" syndrome tiiat is 
prevalent in the industries use of EDI today, thus greatly reducing the amount of manual 
order handling and the deductions that result when order price and invoice price do not 
match. 

These POM system must also be tightly integrated in the EDI system to create the 
external link to the suppUer's fulfillment system. Orders are then electronically passed to 
the EDI systems where they arc translated into the UCS/EDI standard formats and 
transmitted to the supplier or broker. Finally, the POM must update the Accounts Payable 
system so that the order can be matched against the mvoice when received. 

Assuming that a fairly modem POM system already exists, than tiie additional 
development investment is in die integration to other systems. Tliis is estimated at 
$200,000 for the 100 store model company. Hiis is a highly variable estimate depending 
upon a number of factors. These include: 

Sophistication of Existing Systems 
Development Envlfonmott 
Database Management Systems 
Development Tools 
Age of Current Systems 
Integration Already Incorporated 

Use of Package Software and the Degree of Modifications. 
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"leak" out of the ps^r-less system lequiring manual handling such as: order coding, 
adjustments to arrive at logistically efficient quantities, and invoice deductions because of 
pricing discrepancies between the order and the invoice. 

The UCS/EDI transaction sets: Item Maintenance, Price Change, and Promotion 
Announcement provide the medium for transferring these data across con^any boundaries. 
However, these EDI transactions only handle the external integration. To complete the 
infonnation processing loop these transactions must be integrated witli the item databases at 
each "infonnation node" in the supply chain so that the information contained in these 
databases can be successfully integrated into operations systems. 

Tlie benefits of these databases accrue for both the supplier and distributor in 
several ways. First these systems represent a savings from purely an administration of 
information standpoint. These systems and the associated EDI transactions can 
significandy reduce the clerical effort required to maintain information internally by 
eliminating the redundant re-keying of information across the grocery supply chain. For 
the distributor, it is estimated that 0.06% of sales can be saved in item, price, and 
promotion maintenance alone. 

Second, these systems, when integrated into other systems, primarily those diat 
support buying and selling, can produce a secondary level of benefits. Critical here is the 
internal integration and interfaces of the data in these databases to these other operational 
systems. These benefits will be discussed in more detail in the sections covering these 
operational elements of efficient replenishment. 

The investment required, for a supplier, distributor, or broker to implement item 
databases and the associated three EDI transaction sets is estimated at $300,000 for 
software development, testing, and installation. This cost assumes that an EDI 
communication and translation system is already in place. 

The on-going UCSII pilots have proved the benefits of these systems. These pilots 
represent the best practices in the area of item data maiatenance (a summary of tiiese pilots 
is provided as an Appendix to this report). 

The preceding elements address the necessary elements required for external 
integration in the automation of the warehouse replenishment cycle. Coupled with these 
must be a coordinated internal integration process. Tliis involves a potential re-engineering 
of the entire flow of product and information across company boundaries. 

Tliis effort must concentrate not only on intra-company requirements and 
constraints but the resultmg processes must be complementary of those of ECR allies. 
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Item Price and Promotion Databases 



Iton databases are a necessaiy element stqipoiting external integiation. Without 
these, the benefits of a pq)er-less system will never be achieved. These must reside at all 
"infomiation nodes" of the Grocery Supply Chain (Suppliers, Distributors, and Brolcers). 



Exhibit 31: Item Database Contents 



Information Type 


Example Data Elonents 


Item Numbers 


UPC Number 
Retail Item Number, 
Manufacturer's Item Number 


Item Inf omfiation 


Item Name 
Description 
i^inicnsiuiio 


Pricing Information 


Regular Cost/Price 
Bracket Pricing 


Promotion Pricing and 
Conditions 


Promotion Codes 
Promotion Type 
Efifectivity Dates 
Performance Requirements 


Lx)gistics Information 


Case quantities 
Inner-Pack Quantities 
Pallet Ties/Highs 
Track Loading Information 



This information must be maintained on a timely basis to keep the data in synch 
across the chain. Since the primary source of tfiis data is suppliers, they carry the burden 
for the timely transmission of this data. Suppliers must allow enough time, In advance of 
die data taking effect, for updates to be executed at each "information node**. Receivers of 
this data cany the burden of having systems in place that can process and update this 
information in an expeditious manner. 

This data, when maintained in "synch", across the grocery supply chain, will 
circumvent the "garbage in/garbage out" syndrome that is the norm today. Operating off 
the same base of infonnation will allow ECR allies to reduce the chance of having 
exceptions occur due to invalid data creeping into EDI transactions. This is a critical 
element in enabling useftd external integration via EDI transactions. 

EDI removes the face-to-face interactions that traditionally were used to validate 
transactions. Item databases must replace the value that these face-to-face interactions 
provided. This will vastly decrease the number of transactions (orders and invoices) that 
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MIS Resources In the Critical Path for EDI Dnpleineotatioii 
The MIS function is in the critical path for setthig up new transactions and oft«i for 
implementing additional trading partners on existing transaction sets. Given the scarcity of 
MIS resources, this presents a serious bottleneck in hnplementation. One solutton is to 
increase the number of MIS resources for EDI implementation. This brute-force method can 
work. However, other steps can be taken to nUnhnize the amount of resources required in the 
implementation of EDL Some of these options are presented below. 

Changing EDI Standards Requiring MIS Resources 

EDI standards change over time. The EDI translaUon software must keep up with these 
changing standards. Companies using uitemally developed or out-dated translation software 
are forced to perform this maintenance internally. 

The majority of third party EDI translation software providers provide regular updates to 
iheir software to keep up with the changing standards. Therefore, it is advantageous to have 
package soluUons to EDI transition. This frees up MIS resources by no longer requhing 
them to make programming changes each time the EDI standards are updated. 

Customer Specific Mapping Requiring MIS Programming Resources 
Although standards exist for each business transacUon, there is laUtude m using these. Each 
trading parmer uses optional data elements and interprets coded data" fields differently. 
Therefore implemmthig addiUonal trading partners requires customer-specific mappmg of 
these EDI fields as used by the trading parmer to those used hitOTially. 

The first step m addressing this issue is to attempt to move toward a more common usage of 
the standards via uiter-industry workshops and conferences usmg a third party such as the 
UCC as the mediator. However, it must be recognized that the mdustry wiU never move to a 
totally common standard. 

Tha-efore leadmg companies have unplemented translation software that has this a customer 
specific mappmg feature. These are avaUable from third party software vendors. The leadmg 
packages provide a "user friendly" means of performing this mapphig such that the set-up of 
a new customer onto an previously unplemented transaction set requires no addiUonal 
programming. 

To overcome the MIS resource bottleneck, leading companies have moved the responsibility 
for trading parmer set-up to the user community. This frees up MIS 
To overcome the MIS resource botUeneck, leading companies have moved the responsibility 
for U-ading partner set-up to the user community. This frees up MIS resources and can 
accelerate the penetration of EDI usage. This can cut the amount of titae spent setting up a 
new partner on an implemented uansaction down from weeks to as little as one day with little 
or no MIS involvement. — 
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Why hasn't EDI Implementation Accelerated in the Grocery Industry? 

Although the grocery industry was a pioneer in the use of EDI, it has been surpassed by the 
mass merchants, department stores, and their soft goods suppliers hi the achievement of EDI 
benefits. Several factors have contributed to this lack of EDI poietration m the grocery 
industry. 

Regional or Divisional Based EDI Operations 

Distributors that operate several regional hubs and suppliers that operate through multiple 
divisions often have regionalized EDI operations mutliplymg the implonentation effort as 
each division-region pak "re-invent the wheel". A movement of the EDI foundation to a 
corporate level or standardization across region/divisions will greatly accelerate the pace at 
which unpleraeniation may occur. This will provide economies of scale as multi-division 
suppliers and multi-regional distributors implement EDI transactions. 

Lack of Clear Vision for Technology Integration 

In the soft goods sectors, an inter-industiy business strategy. Quick Response, initiated a move 
to reduce lead tunes and become more responsive to consumer needs. Non-elecuonic 
business transactions added non-value adding activities and Imgthened lead times. EDI and 
standards filled this void. Here, die use of technology followed an overall strategic bushiess 
vision. 

In the grocery industry, the technology was adopted and efficiencies were expected to 
develop. However, no clear top-down vision for kitegration had been developed. The result 
was that the efficiencies did not materialize to the level expected and Uie technology was 
blamed. The reality is diat this bottom-up incorporation of technology had little chance for 
success. Without a pre-defined place for the technology in the overall business strategy, it 
became a "round peg hi a square hole". ECR is the overall strategy which will define the fit of 
this technology into an overall business strategy. 

Lack of Internal Integration 

EDI alone provides little benefit to an ECR aUy untU it is integrated mto mtemal systems there 
is litUe motive to move to EDI. Without integration, EDI cai) actually mcrease costs and 
lengthen lead times. This reaUzatibn has slowed its unpIementaUon. EDI has predommately 
been implemented ui a vacuum and shoe-homed mto tradiUonal processes and systems. This 
has resulted m EDI bemg used to pave over older out-moded processes with technology. 

To effectively utilize EDI technology, the entire process needs to be re-engineered. This 
must address both changes in business practices and technology issues. Once the busmess 
must address both changes in business practices and technology issues. Once the practices 
have been addressed, the implementation of EDI becomes less costly and the expected 
benefits can be realized. 

-Con't- 



58 



Exhibit 30: EDI Transactions Supporting ^cient Replenishmen 



Set# 




Primary Purpose 


Sender 


Receiver 


888 


Item Maintenance 


Provides detailed information 

nti nmHiict RnecincAtJons 


Supplier 
Broker 


Distributor 
Broker 


879 


Price Change 


Used to provide changes in 

nnvliirf met or nrifift 


Supplier 
Broker 


Distributor 
Brdcer 


889 


Promotion 
Announcement 


Communicates promotion 


Supplier 

Distributor 

Broker 


Distributor 

Supplier 

Broker 


875 


Purchase Older 


Specifies Items and quantities 
rcuucsicu ivi ofiUv 


Distributor 
Broker 


Supplier 
Broker 


880 


Invoice 


Requests payment for 
prouucfs soiu 


Supplier 


Distributor 
BrrfcBT 


820 


Payment Ordei/ 
Remittance Advice 


useo lo moKC an izr i suju/ux 
remittance information 


Bank 


Supplier 
Back 


878* 


Product AutborizatioQ/ 
De-Authorizarion 


useu lo iniorm supplier oi 
items authorized at stores 


riiQtrfhtifor 


Suoolicr 


8941 


Delivery Return Base 
Reccwd 


Used by supplier to 
commurucais ucuveiy oi 
items & quantities 


Supplier 


Distributor 


895 1 


Delivery Return 
Acfaiowledgment 
and/or Adiustmott 


USeQ lO iTlaKC aUJUSUI iCUlb W 

or acknowledge receipt 


Suonlier 
Distributor 


Distributor 
Supplier 


852^ 


Product Activity Data 


usee to ccHiimurucaie iwm 
inventory arxi movement data 


Dicfri Ki if nr 


SuDolier 
Broker 


855^ 


Purchase Order 
Acknowledgment 


Suf^lier generated purchase 
order uom aisuiDuioi 


Supplier 


Distributor 
Broker 


856^ 


Advanced Sbq)ping Notice 
(ASN) 


Provides contents and 
information relating to a 


Supplier 


Distributor 


83(P 

Vies 


Forecast 


Communicates forecasts for 
planning purposes 


Distributor 


Supplier 













1 Used to support Direct Store Delivery (DSD) via DEX/NEX UCS. 

2 852 and 855 are used to support Continuous Replenishment Programs (CRP). 855 
should be considered optional (an Invoice is sufficient). 

3 The 856 and 830 transaction sets are required to support Phase II, true Efficient 
Replenishment . 
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other, more operational, elements of efficient replenishment. These integration elements 



are: 



• EDI Communications 

• UCS/EDI Translation Capabilities 

• Item Price and Promotion Databases 

These three elements are described further in the following sub-sections. 
EDI Communications & Translation 

Both sending and receiving parties using EDI transactions need the capability of 
communicating with the extemal party either direcdy or via third party Value Added 
Networic (VAN). In addition to the basic communications capabilities, they also need tiie 
ability to translate EDI transactions from an intemally-defined format to die UCS/EDI 
standard format and vice versa. 

Hie investment in a titird party communication and translation software package can 
vaiy widely dq)ending on the hardware platform and level of sophistication. PC-based 
packages can be purchased for less than $1,000. However, transaction volume and 
difficulty in cross-platfoim integration limit die effectiveness of a PC solution. Mini- and 
Mainframe solutions are avaUable in Uie $100,000 to $200,000 cost range. 

In addition to die initial investment in software, there will be an increase in the 
operating costs for communication as more and more transactions are received via EDI. 
The cost per transaction is estimated at $0.40 to $0.80 depending upon the size of the 
transaction, die bundling of transactions, and die time of day. Both die sending and 
receiving party incur tfiis additional operating expense. It is estimated tfiat a 100 store chain 
wm incur an annual EDI communications charge of $60,000 per year with aU ECR 
supporting transactions implemented witii all dry grocery suppliers. 
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CAO systems result in mach smoother flow of product into the store tightly 
coupling the flow of product out of tfie store with the flow into the store. 

It can also increase overall store sales by reducing store out of stock levels. It is 
conservatively estimated that a 1% sales increase wiU be realized from the implementation 
of a CAO system. 

The total investment in systems for the development and in^lementation a CAO 
system for tiie 100 store chain is estimated at $1,000,000 in hardware, software, and 
development resources. The system is not necessarily a complex one, however the volume 
of data and the integration required make it a fairly major investment of time and effort. 

The preceding four technological elements complete the automation of die Store 
Replenishment Cycle. The majority of the effort required is in the distributor arena. 

Automating The Warehouse Replenishment Cycle 

A major challenge in inq)lemrating the warehouse replenishment cycle is its inter- 
organizational nature. No single business entity "^owns" the entire cycle as in the store 
replenishment cycle. It is almost (except DSD) completely "owned" by the distributor. 
Here, multiple organizations are responsible for managing the various facets of the total 
inter-orgamzational system. This requires a high degree of inter-con^any integration and 
coordination. 

The UCS standards for Electronic Data Interchange (EDI) and Auto-Identification 
(bar codes) facilitate the external integration inherent in this inter-organizational system. 

These provide standards for the c^ture and transfer of information across company 
boundaries. Whai adhered to, these standards enable efficient and effective inter-company 
integration. 

The Horizon Scan project conducted by Anderson Consulting reinforces the 
stability of these standards as the primary vehicle for electronic business transactions into 
the future. Whereas, tlie medium for communications may evolve (direct connect^ third 
party VANs, fast-batch EDI, real-time EDI), the standards themselves wiU remain the 
dominant medium for the communication of business transactions into the future. 

Several elements are necessary in the Efficient Replenishment infrastmcture to 
facilitate this external integration for suppliers, brokers, and distributors. These elements 
are enablers for external integration providing the necessary systems infrastructure for 
efficient replenishment. These integration elements are necessary to gain value from the 
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Cycle Coants Support Perpetaal Inventories and Aid Slirinlcage Control 

Since 100% accuracy in scanning and receiving is rarely achieved and because shrinkage 
can not be captured clectronicaUy , a system of periodic store cyde counts is needed to 
support perpetual inventory systems. First, this provides a periodic means of correcting 
perpetual inventory figures to account for these data errors and shrinkage. It also provides 
a partial measure of data capture accuracy upon which store managers' peif onnance can be 
measured. 

Second this provides a means of identifying stores or categories within a store where 
perpetual store inventories are becoming a problem. Hiis provides a mechanism for 
identifying problems in either data capture accuracy and/or shrinkage. Once identified, 
these exceptions can be dealt with pro-actively through education or training, if, upon 
investigation, it is determined that data capture is the problem. 

Alternatively, if investigation reveals no data capture problems, then tighter store controls 
may be instituted to reduce a chronic shrinkage problem. This system not only supports 
efBcient replenishment, but can also help reduce the cost of shrinkage by pinpointing where 
problems arc occurring and measuring its actual cost 

Computer Assisted Ordering 

With the foundation now laid, a Con^uter Assisted Ordering (CAO) system can be 
implemented automating the store replenishment cycle. Here is where the investments in 
die prior three modules really pay offl 

CAO systems utilize store perpetual inventories coupled with an order point level to 
automatically trigger the replenishment orders for items within a store. This firees the store 
management from the routine task of walking the aisles and manually preparing these 
orders. This can represents an overall savings of 0.29% of dry grocery sales for the 100 
store chain. In addition, CAO systems can successfully be applied to other categories as 
well witii similar savings (frozen, HBC, General Merchandise, Phaimacy) 

The CAO system can do a significandy better job than a person can. 

• Missing shelf tags do not create out-of-stocks 

• Order quantities fill the space allocated 

• Back stock is minimized 

• Orders arc created when needed 

CAO systems result in much smoother flow of product into the store tightiy 
coupling the flow of product out of the store with the flow into the store. 
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creating a cost justifying environment for the suppliers, distributors can take the initiative 
for wictespread implementation of the DEX/NEX UCS technology. It should be noted that 
an indirect benefit of DEX-UCS for the supplier is in the area of deduction handling. It is 
estimated that a supplier must spend $150 to $200 to resolve a deduction. By using the 
DEX-UCS transaction (which is order, receiver, and invoice all in one), the number of 
quantity and price discrepancies and the resulting deductions will be significantly reduced. 
(This assumes that both supplier and distributor can maintain accurate item and price files 
which integrate into their DSD systems. More will be said on this in the following 
section). The resulting decrease in deduction volume alone can often cost justify the DEX- 
UCS investment. 

Store-SKU Perpetual Inventory 

Integration of the POS scanning and electronic receiving systems provide the means 
for maintaining accurate store level perpetual inventory systans which provide the basis for 
CAO systems. For operational use of this data, the accuracy of the two data inputs caiuiot 
be en^hasized enough. It is achieving accurate inputs where the major investment is 
required. 

Once accurate inputs from POS scanning and electronic receiving are attained, an 
additional investment, esthnated at $5,000 per store, is required for the development, 
initialization, and installation of a store-SKU level perpetual mventory system. This 
system combines these inputs to maintain, on an on-going basis, the quantities of each item 
in each store. 

Some question the feasibility of store-SKU peipetual inventory systems given the 
high volumes of data and relatively low levels of inventory (errors of one or two units 
represent a very large percentage error). However, these systems have been successfully 
implemented in other retail channels of trade where the numbers of items in a store are 
orders of magnitude greater than in a typical grocery store. So this argument against store- 
SKU perpetual inventory systems is, at best, weak. 
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held computer for DEX implementation (or be required to re-key the receiving document 
into the distributor's receiving PC). 

For DSD deliveries where quantities are detennined at time of shipment rather than 
delivery, NEX (Network Exchange) can be used to electronically transmit the receipt 
document in advance prior to delivery. This option eliminates the need for the driver to 
physically carry a DEX terminal and represents a lower investment for the supplier. 
Quantity adjustments at time of receipt can be entered direcdy into the store's DEX/NEX 
terminal. 

In addition to the benefits as related to CAO, the DEX/NEX UCS technologies 
offer other inqwrtant benefits. First, by acting as an order, receiving document, and 
invoice all in one, the DEX transaction can significantly reduce the number of invoice 
deductions resulting from quantity and price discrepancies. This is estimated to eliminate 
$10,000 in administrative costs per store armually. 

The investment required of the distributor in implementing electronic store receiving 
via DEX-UCS (assuming die stores already have a PC in the receiving area) requires the 
installation of the DEX software and training . This is estimated at $12,000 per store in 
software development, integration, installation, and training for a 100 store chain. Thus, 
by itself, DEX-UCS has a 1 .2 pay-back period for die distributor. Coupled with the 
benefits of CAO, this pay-back period is further reduced. 

Today's progressive retail store has already installed tliese mechanisms for 
capturing store receipt information. The botdeneck in utilization of this teclinology seems 
to be that suppliers are hesitant to invest in the technology until a significant number of 
stores have done it. Other distributors are hesitant to invest in DEX/NEX UCS until a 
significant number of the suppliers have done it. This catching the industry in a vicious 
circle of inaction - the chicken or egg syndrome. 

To implen:^ent DEX-UCS, the supplier must equip each delivery persor with a hand 
held terminal, install the software, and train die drivers. This investment is estimated at 
$5,000 to $7,000 per driver. In addition software development is required to integrate die 
driver systems with headquarters systems. The cost justification for suppliers is not so 
straight-forward. 

When distributors start forcing non-DEX-UCS suppliers to re-key receipts into 
their back-room receiving systems, at time of delivery, it will put the burden of non- 
compliance on the supplier. In this environment, DEX-UCS can expedite check-in of DSD 
goods. It is estimated diat the supplier can reduce direct labor required for DSD check-in 
by ten to twenty minutes representing a savings of $30 to $50 per delivery. Thus, by 
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i Thus, a CAO system adds the additional benefit of out of stock reduction which 
Jits from infrequent ordering or missing shelf tags. This adds a further benefit by 
(ginaliy hK:ieasing store sales. This is conservadvely estimated to increase sales by 
%. The only operational cost of the CAO system is the cost associated with computer 
igc. 

Required to achieve tfiese benefits are four Icey dements: 

• Accurate POS Scanning 

• Electnmic Store Receiving 

• Perpetual Store Inventory 

• Conqniter Assisted Ordering System 

The success or failure of a CAO system is dependent on the accuracy of the store- 
U level perpemal inventories. These iti-tum are dependent upon the accuracy of the 
iS scanning and electronic receiving systems. Hiereforc, the internal integration of these 
xidcal. 

curate POS Scan Data 

Todi^, there are two major reasons for POS scanning. First it, is used to maximize 
: cffidwicy of store direct labor and to speed the process of customer checlc-out by 
mding the Price Loolaip (PLU) function. Second, die POS scanner data is used as a 
ail profit c«iter as die data is sold to third-party maiiceting services. NeiUier objective 
ices a higji value on data accuracy. In fact, die labor efficiency objective encourages the 
t of die multq>le itan key oti die POS register resulting in corrapted sales data when 
dtq)le "flavors" of a product are sold at the same price. 

Progressive distributors are loddng beyond diese two uses of POS data and 
lizing that accqytable conqaromises can be made in store labor efficiency to achieve 
arly 100% scan data accuracy. POS data drives Efficient Replenishment and therefore a 
^ value is placed on its accuracy down to die individual "flavor" of a range of similar 
)ducts. 

Best Practice distributors have gone as far as disabling the mult^>le key on dieir 
)S equ^mient. This makes the correct way the only way possible exhibiting a top- 
magement philosoi^y that every unit must be scanned. These distributors are achieving 
ariy a 100% unit scan rate on dry grocery, HBC, and frozen items. They are confident 
ough in the data quality to use it on an operational basis. 
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In^lementation is taking place today. The benefits that liave been achieved are real 
or projected in the near future. These benefits can be categorized into the following areas: 

• Store Replenishment 

• Front-end Warehouse Replenishment (Order through Receipt) 

• Back-end Warehouse Replenishment (Invoice dirough Payment) 

The elements of Phase I Efficient Replenishment are described the following sub- 
sections witliin these major categories. 

Automating The Store Replenishment Cycle 

The primary means of creating retail store replenishment orders in the industry 
today is through a periodic, manual ordering process where store personnel visually check 
the shelf stock. An order is created for an iton when this manual inspection reveals a low 
or empty shelf slot. The order is either written manually or, more fiequently , a hand-held 
scanner is used to scan the item number firom the shelf tag and the quantity is keyed into a 
hand-held con^uter. Rq)lenishmmt orders are then either sent or transmitted over phone 
lines to the distributor's warehouse. 

This re-order process is usually repeated four-to six times per week per store. This 
labor mtensive process adds a tremendous amount of non-value adding time to the store 
replenishment process with each order consuming two to four hours of store administrative 
labor. The firequency of ordering can dramatically impact the in-stock position of high- 
volume items within a store with less ftequent ordering resulting in out-of-stocks even in 
smaller stores. 

Further, with the present system, when a shelf tag is lost and/or the space has been 
faced over with other product, the re-order cycle can be broken cutting off sales of an item 
authorized in die store. Tliese two factors combined can create significant out-of-stock 
problems and result in lost sales. The industry estimates the magnitude of these losses at 
l%-3% of distributor sales. 

Computer Assisted Ordering (CAO) automates the generation of the store 
replenishment orders and is q>plicable in most grocery categories (dry grocery, HBC, 
frozen). Tliis will eliminate the manual labor required to create tlie store replenishment 
orders. This has the potential for saving 0.1%-0.3% in store labor costs alone. The range 
accounts for size of store and ordering firequency. 

Further, CAO systems do not rely on the existence of a shelf tag and can be mn 
daily. Therefore once an item is authorized in a store, it will continue to be re-ordered and 
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Exhibit 29 " 




i ) \ ) 

The investments and benefits of each element are estimated. However, two 
cautions are necessary relating to the estimates of investments and benefits. First, 
investments are heavfly dependent upon the starting point. Each company starts with a 
different base and thus the investments required vary gready by company. Those provided 
here should be used as benchmarks in assessing die relative magnitude of investment for 
each element. 

Second, each clement can be though of as a link in a chain. Often benefits accrue 
from individual links. However, the major benefits accnie from the chain itself in a 
synergistic manner. That is die benefits of die chain are greater than die benefits of the 
individual links. Some elements may not be cost justified, but are necessary in achieving 
die benefits of the overall chain. 

Phase I: Best Practices Efficient Replenishment 

Today's best practices in replenishment adds automation to each of the two 
replenishment cycles while continuing dieir independent operation. This provides a 
technological infrastnicture for trae Efficient Replenishment. The major barriers to be 
overcome in Phase I arc die external and internal integration required to create a seamless 
inter-organizational system. 

The elements diat compose die Phase I infra-stracture are summarized in Exhfljit 28 
Associated widi each elanent is die primary in5>lementation responsibility. The integration 
of diese components is dq)icted sdiematically in Exhibit 29. 



Exhibit 28: Elements of Phase I Efficient Replenishment 



Ejuimu AO. — 


Distributor 


Supplier 


POS Scanninn/PLU Systems 


X 




Electronic Data Interehanee (EDI) 


X 


X 


Electronic Store Receiving Systems 
(including DEX/NEX \}QS) 


X 


X 


Store Petoetual Inventory Systems 


X 




Item Price and Promotion Databases • ■ 


X 


X 


Computer Assisted Ordering 


X 




Integrated Purchase Order Management Systems 


X 




Continuous Replenishment Programs (CRP) 


X 


X 


Integrated Supplier Fulfillment Systems 




X 


Electronic Funds Transfer 


X 


X 


Automated Accounts Payable Systems 


X 




Automated Cash Application Systems 




X 
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Heie, the result of push meeting pull is a buUdup of inventories and inefficiencies. 
However, this unsynchronized operation results in many inefficiencies such as: 

• Excess inventory carrying costs 

• Increased damages 

• Excess administrative costs 

• Increased manufacturing costs 

• Highly fluctuating manufacturing schedules. 

Efficient Replenishment achieves its goal by integrating these disconnected 
replenishment loops into a single, unified, replenisliment loop - from Supplier to Point of 
Sale. This creates product flows throughout the supply chain that mirror the only tme 
demand in the entire system, consumer off take. In doing so, it also eliminates non-value 
adding activities from the end of the manufacturing line to the store shelf. 

Today, the gap between the current system and tme efficient replenishment is wide. 
Given the effort required to bridge this gap in a single leap, it is more realistic to take a 
phased approach, Inq>lementation of Efficient Replenishment, within the grocery supply 
chain can be broken into two natural phases. 

Phase I creates a paper-less logistics system supporting the two replenishment 
cycles operating independently. The elements that compose Phase I exist today (usually 
not all within a single company) and represent industry Best Practices. Full implementation 
of Phase I can realistically be convicted within two years. Industry leaders are close 
today. 

Phase n builds on the Phase I foundation, integrating the two replenishment cycles 
into one. This transforms the distributor's warehouse into a true distribution center 
representing a point in the logistics flow rather than a storage location. Phase n 
implementation unlocks a host of benefits from Efficient Replenishment. 

Phase n will require several technological elements not generally found in the 
grocery industry today (but existing in other consumer products industries). It is 
anticipated that within the next two years these will become the industry best practices and 
will be fully implemented within the next four years. 

The following sections describe the systems and logistics elements that define 
today's best practices with respect to replenishment and the additions required to achieve 
true efficient replenishment. 
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EFFICIENT REPLENISHMENT 

Introduction 

Efficient Rqplenishment is a j&mdamental supporting platforai for the overall ECR 
strategy. It has one and only one objective: 

Provide the right product, to the right place, at the right rime, in the right 
quantity, and in the most efficient manner possible. 

This is supported by a free flow of accurate and timely information, integrated widi 
the flow of product, throughout the grocery supply chain. The driving force of Efficient 
Replenishment is consumer sales data as cq)tuied via POS scanners and UPC bar-codes. 
This is the prevalent method of item-level auto-identification in the grocery industry today. 
The Horizon Scan project conducted by Anderson Consulting confirms that this is a stable 
technology and will continue to be used well into tfie future. 

This POS-dtiven integration of systems and logistics will significantly reduce 
product handling, non-value adding activities, inventory, and associated carrying costs. 
The result is a psqjcr-less, inter-orgamzational system with the potential for reducing overall 
supply chain costs by 2.8% and chain-wide inventory levels by at least 50%. These 
benefits are roughly splU between the supplier and distributor creating an equitable 
distribution of the fruits of the joint investment in EfBcient Replenishment. 

Currendy, the grocery supply chain contains three independent information and 
product flows: 

• Store to Consum« (measured by POS data) 

• Distributor warehouse to Store 

• Supplier to Distributor warehouse 

These flows are connected by two separate replenishment cycles (excluding 
replenishment of consumers' pantry, clearly outside the bounds of Efficient 
Replenishment). These operate on entirely different principles resulting in distinctly 
diffierent patterns of product flow. 

Inventory is "pushed" into the warehouse by forward buying and trade deals. It is 
"pulled" out by store replenishment orders (loosely driven by consumer off take). They 
"touch" one another in the Distributor's warehouse and are quasi-connected by warehouse 
inventory. 
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1HBPASE BLANK {M8no» 



While it is not figured into tiie above analysis, several disttibutors are looking to 
improve backroom productivity througji operati<mal practices such as tray ready meat. 
Tray ready meat dramatically reduces labor preparation costs and has the potential to reduce 
tte space need both for high cost fieezer space, and preparation area. 
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support the merchandising function where fewer people i 

traditional buying organization. Estimates for operating .^"^^ 

^^A^ts run about .02% of sales. 

The final cost element, and the most difficult to c^v^ 

the organizational change. It is likely that the total head cv ^ associated with 

however, there is always a cost associated with retraining, '^"^ ^^^^ 

cost ranges from 0.04 to 0.06% of sales. ^^"^ management. Tliis 

Backroom Space Efficiency 

Tlie efficient use of retail space will not only incos^ 
merchandising using category managonent tools, but alsv, ^ front-room space 
backroom space. Many distributors, particularly indepeiu efficiency in the use of 

space to hold replenishment stock and to some degree foi s,""^'' backroom 
toward efficient replenishment, distributors wiU move a>\ "^'^ ^to^k. With a move 
and toward continuous replenishmem, thus reducing the v.?' ^""^"^ inventory 

for backroom space. 

Leading grocery stores have reduced the percoita^^ 
22% of total store space, compared to the industry averager l^^b to 

Exhibit 27 shows how both efficient frontroom space maiv^? ^^^^ ^""^"^ ^^"^^ 
backroom use can increase store sales 16%, thus reducini; T^^^^^ re-engineering 
from 8.6% to 7.5%, a 1.1% savings. "^^^^ ^ * P^^^^"* °f ^^^s 

ExiiibU27: 











:Sirv 


Selling Space 


27^00 
(75%) 


$8.75 


$241,000 


Same \ 

10 

10% Ik. 


Noa-Selling 


9,100 
(25%) 


$0 


$0 


Reduu,| 
20%, 


TOTAL 


3<,600 

(100%) 




$241,00 
0 





pace 



2,750 



1,780 



4,530 



•Jtiareaeed- 



$24,062 



$15,575 



$39,«37 
or 16% of 
Sales 
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support the merchandising function where fewer people may be needed versus tlie 
tiaditi<mal buying organization. Estimates for operating costs run about .02% of sales. 

The final cost element, and the most difQcult to quantify, is the cost associated with 
the organizational change. It is likely that the total head count will remain fairly constant, 
however, there is always a cost associated with retraining and diange managmient. This 
cost ranges from 0.04 to 0.06% of sales. 

Backroom Space Efficiency 

The efficient use of retail space will not only incorporate front-room space 
merchandising using category management tools, but also increased efficiency in the use of 
backroom space. Many distributors, particularly independents, currently use backroom 
space to hold replenishment stock and to some degree forward buy stock. With a move 
toward efficient replenishment, distributors will move away from forward buy inventory 
and toward continuous replenishment, thus reducing the need for backroom space. 

Leading grocery stores have reduced the percentage of non-selling space to 18% to 
22% of total store space, con:q>ared to the industry average of 25% of total store space. 
Exhibit 27 shows how both efficimt frontroom space managonent and re^ngineering 
badcroom use can increase store sales 16%, thus reducing fixed costs as a percent of sales 
from 8.6% to 7.5%, a 1.1% savings. 



Exhibit 27: 



Sales Benefit of Efficient Space Management 




* Assumes average sales per square foot. 
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building store loyalty. At uw' same time distributors can maximize iiiJx use of space and 
are better able to meet consumer demand for additional SKUs, brands, categories, service 
areas, or more convenient shopping layouts. Purthennore, depth and breadth of selection 
is a supermaricet*s key competitive wei^n against the wholesale clubs. Therefore, 
grocery stores run a greater risk of consumer disappointment due to out of stocks than do 
wholesale clubs. Using sophisticated space/ category management tools within an effective 
organization, supermarkets sharpen that con^titive edge and have the potential for 
increased market share. 

Another benefit of optimal store merchandising is realized in the 
distributor/supplier/broker negotiation process. The merchandiser's Icnowledge of product 
and category performance no longer relies on the manufacturer/broker or an outside data 
service. Merdiahdisers can wo± widi their suppliers in order to achieve maximum mutual 
profitability through a full understanding of SKU performance in each store. 



Exhibit 26: 

Costs & Benefits of Efficient Store Merchandising 



Costs 




Benefits 




Description 


% Sales 


Description 


% Sales 


Hardware, Software, 
Install action 


.03-.05% 


Sales Increase • 


8-10% 


Reorganization Cost 


.04% 


Gross Margin 
In:q)rovement 


.3.,5% 


Initial Cost 


0.07-0.09% 






Operating Cost 


.02% 


Increased Customer 
Loyalty 

Increased 
Conqwtitive 
Advantage 

Negotiating Parity 


N/A 
N/A 

N/A 



A distributor will incur three types of costs when implementing an optimal store 
mercliandising systems initial investment, operational costs, and organizational change 
costs. Investment costs include hardware and software investments as well as installation 
programming. Estimates for hardware, software and installation range fi-om .03 to ,05% 
of sales. 



Operating costs include a smaU staff to maintain and operate the category and space 
management systems. This staff must combine category/merchandise knowledge with 
systems knowledge. Total organizadon head count need not increase as this function will 
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Exhibit 25: 



Frequent Monitoring Enhances Performances 

Accurate, timely 
Jnfonnation for: 
New Product 
Introductions, 
Deletions, Promotions 



Pexfoimance feedbacic whicli 
indicates the need Tor minor 
continual facing changes and 
occasional category and store 
resets 



Costs and Benefits of Efficient Store Merchandising 

The benefits an ECR distributor will adiieve by implementing a store 
merchandising process similar to the one described above will vary depending on the 
distributor's current level of space and category management implementation* By 
implementing a discq)lined process for efficient use of store space ,which includes category 
management and the inputs described above, distributors have achieved 10% to 15% sales 
increases per store and between a .3 to ,5% gross margin improvement. These benefits are 
the result of much more intensive management focus on store assortments, sales trends and 
item movement and profitability. The category manager becomes far more attuned to the 
finer points of his business and is able through real-time experimentation to test the effects 
of changes in shelf locations, facings, etc. 

The key drivers of these sales and margin gains are: 

- Store-specific category and item space allocations 

- More timely space adjustments for uptrending and downtrending categories 

- More effective transitions in seasonal categories 

- Greater enq)hasis on higher volume or higher margin items 

- Reduced emphasis on low volume or lower margin items 

- Improved pricing strategies to enhance return on investment 

- Make space available for broader assortments per category 
or for new categories or store departments. 

Efficient Store Merchandising also produces benefits that are difficult to quantify. 
Tracking consumer preference and allocating retail space accordingly enables the distributor 
to offer an optimal selection of merchandise, thus better satisfying the consumer and 
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Exhibit 24: 



Critical Input Factors to Space AUocation 



Accunite 
Scan Data 



Management's 
Priorities/ 
Paranteten 



Category and f 
Space Manager's I 
Adjustments 




Activity Based 

Cost or 
Direct Product 
Cort 







Branl 
B 


Blind 
B 




Brmnd 
! 




1 Brand; Bn-|Br»* 


1 


Bnod 
2 




nrano 

C 


BnfdJ 



CATEGORY A 



CATEGORY A 



Etetailed, accurvte, 
relevant ii^Mits 



-h 

Sophisticated space 
management tools 
whicli maximize 
around management's 
priority 



Ai^DTopriate 
adjustments 



Ideal sJlocation of 
space between and 
wittiin categories 



C. Frequent Monitoring of Category & Item Space Allocation 



The third Best Practice in optimal store merchandising is the process of managing 
the business through frequent monitoring of space allocation results. Monitoring frequency 
varies by category but best practice distributors arc running every category at least monthly 
and many on a weekly basis. While it is inefficient to reset stores on a weekly basis, 
running the allocation model or reviewing il^)uts allows the category manager to make 
highly informed decisions about new product introductions, product deletions, promotion 
' acceptance, and seasonal space allocation. Minor changes to facings on a weekly basis 
enables a store to continually improve performance without major interraptions for resets. 
Furthermore, running the models frequendy enables the category manager to manage by 
exception, reallocating space by category when performance drops below a given target 
ROI. 
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data with future projections to amve at demand forecasts. 
These future projections will incorporate demographic data, 
POS information, and category forecasts. 

(iii) Ktffn patflbase: Iiq)ut factors into the category managranent 
system include detailed i^ysical product characteristics (i.e. 
product dimensions, case quantity, etc.), price, and cost 
information. The key to efQcimtly acquiring and 
nudntaining product characteristic information will be the 
UCS item maintenance transaction. The physical product 
duuracteristics and pricing information will be continually 
iqxlated and exchanged real time between parmers, thus 
allowing for the q>propriate changes in space allocation. 

Anodier element in tlie item database will be a direct product 
cost or activiQr based cost figure per SKU. The DPC or 
ABC cost data would incoiporate {Physical product 
attributes, gross margins, direct handling costs and, in die 
case of ABC figures, indirect cost allocated to each SKU. 
This information is cracial to allocating space to optimize 
profitability. 

Suf^liers have a two part role to play at this point in 
efficient store merchandising. First, tfiey will work widi 
their trading partners to continually update the distributors 
item database using the UCS item maintoiance transaction. 
Second, and more importantly, manufacturers will continue 
to look for ways to improve product packaging so as to 
maximize space efficiency and increase sales per linear foot. 
Significant product iniprovements have included such 
innovations as concentrated laundry product 

(iv) Pomt of sale consumer identification and demoenyhics: 
While msny distributors are using sales history to generate 
demand forecasts, consumer identification and demogrcptiic 
information can be invaluable when making decisions for 
which historical information is not helpfiil, for exan^le, 
new product introductions. Furthermore, consumer 
demogr^hics (Le. income level, ethnic mix) are the most 
appropriate parameters around which to form store clusters. 
Ideally this type of data would be collected through point of 
sale/smart systems and be enriched by a third party vendor 
of demognqphlc data. 



B. Space Allocation Based on Accurate Data 

The second element in optimal store merchandising is the allocation of store and 
shelf space based on accurate inpnt factors. Best practice distributors are creating store 
specific category and item space allocations and are achieving significantly better results 
than those who are creating planograms at the store cluster level. 

Efficient store merchandising using category management ideally includes four 
input factors. The first three, accurate scan data, adjusted sales history, and an item 
database are essential to successful space management. The addition of direct product costs 
or activity based costs into the item database, and point-of-sale consumer identification, are 
elements that the best space management distributors incorporate into their space allocation 
methodologies. 

(i) Accurate scan data: As a basis for category management, 
distributors must have accurate scan data from every store. 
Scan data reflect true consumer demand while warehouse 
shiiHumts, an altemadve to scan data for traddng sales 
history, only reflect what is shipped into die store. Leading 
distributors have been able to achieve 95-96% overall levels 
of accuracy and are i^roaching 100% accuracy levels in 
dry grocery. 

(ii) Store-level sales historv based on scan data properiv 
adjusted for p romotion and season: Continual sales history, 
both raw and adjusted for promotion/season, is a key input 
to space allocation for leading distributors in category 
management However, adjusting sales history to include 
the intact of promotion on both category and SKU sales 
has proven extremely difficult for distributors. Several 
distributors have created sopliisticated algorithms which 
make these adjustmentii, while others have in^lemented a 
database that defines promotion periods and thai they use 
these data to filter out promotional sales. Hiesetwo 
processes add significant cost, which could be lessened 
through a joint industry initiative to outline procedures and 
techniques that help perform this smoothing. 

While the use of historical data is among best practices for 
distributors in category management, the next level of 
Efficient Store Assortments will combine adjusted historical 
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A. Category Management 

Distributors who are most successful at category management have created an 
organizational strocture based on total category profitability rather than vendor 
profitabiUty/gross margin by purchase. This type of organization encourages increased 
concentration on consumer needs by allowing a category manager to offer the optimal 
breadth and depth of product to consumers. The buyers' focus shifts from buying 
profitability, achieved through taldng advantage of "push" oriented promotion deals, to a 
focus on actual consumer purchase ("pull"). These companies successfuUy set store and 
category space so as to maximize sales with mininud cost and use of space. 

Efficient distributors recognize that in order to maximize the benefits of efficient 
store merchandising, their organizational strocture must support the managonent of 
category profitability. In a category management organizational strocture, 
buyersAnerchandisers together focus on, and are responsible for, overall category 
profitability including space and inventory performance. Thus, the allocation of space and 
buying power will be based both on consumers' needs for the overall category and upon 
total category profitability. 

Exhibit 23: . . 

Category Management Requires New Performance Measures 



Traditional View Category Management View 




When a distributor successfully practices category management, it is die 
organization which determines that success through the use of space management tools and 
not the tools themselves. Thus, practicing and organizing around category management 
entails cultural changes widiin the organization. First, buyers and merchandisers must 
become extremely comfortable with increased use of information systems within tlieir 
buying decisions. Secondly, store managers, personnel, brolcers and DSD vendors must 
be very disciplined in maintaining store sets and facings as directed by category and space 
managers. 
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EFFICIENT STORE ASSORTMENTS 



A significant part of Efficient Consumer Response is ensuring that tiie retail store is 
assorted to maximize consumer satisfaction while at the same time efficiently using 
available space to increase distributor and suppUer profitability. The efficient store aims at 
the reduction of non value adding space (e.g. bade room space) and the improved use of 
current floor space. Many elements of ECR contribute to inqjroved store efficiency. 
However, tliis section will focus primarily on best practices for category and space 
management tools, and then briefly discuss the benefit of efficient replenishment in terms 
of the reduction of back room space and increased fixed overhead absorption. 



Efflcient Store Merchandising 

Several distributors are adiieving major benefits through efficient store 
merchandising, including a 10% increase in overall store volume and a 03-0.5% gross 
margin in^rovement. This Best Practice performance level is achieved through three 
practices which are not in widespread use in the industry. 



Exhibit 23: 



BEST PRACTICES FOR EFFICIENT STORE MERCHANDESINO 
Practice Objectfyc 



ReorgftBlxe Around 
Category Managentent 




• Organize around consumer needs 

• Shift focus from piocufement to wles 

• Eliminate conflict between organization 
and optimizing category profitabiUty 



Optlmlxe Category 
and Space AOocatton 
Based on Accurate Data 



> Implement critical business decisions 
based on fact 

- New product introductions 
-Deletions 

— Promotions 

> Incoipotate POS/demographic data 
collected at stoie level to understand 
consumer p i efere n cc and cluster 
stores i^ipfopiiately 



Frequent Monitoring 
of Category and Item 
Space ADocatlon 



* Utilize space and category management 
tools to assort at store level for optimal 
ROI ^ 

► Weekly measurement and monitoring 
of ROI to improve sales and 
inofitabiUty 
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Exhibit 22: 



Distribution of Total System Cost Benefits 
DISTRIBUTORS SUPPLIERS 




Cost 
Saving 



Rnancial 
Saving 



Financiai 
Saving 



Although the suppliers share of the cost saving is larger than the distributors, it 
must be remembered that the supplier incurs a much higher proportion of the total supply 
chain cost ({proximately 70%) than tfie distributor (approximately 30%). When this is 
taken into account it can be seoi that both patties realize a very similar percentage reduction 
in operating costs. 
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The major sources of savings in each expense area are summarized in Exhibit 21 : 



Exhibit 21: 

ECR Cost Savings 





^^^^^^^^^^^^^^^k^-T^:' Z PZ 


Cost of goods 


Reduced product losses due to damage, 
reduced manufacturing expense (less overtime, 
better capacity utilization), lower packaging 
^Trtfknc^ ( f^w^r nmmntionfll nacks varietv 
reduction), more efBciwit raw material 
purchasing. 


Maiketing 


tvCuUCCVl UoilC ollu vvlioUllivX |/i\/ii.i\/ixvii 

administration expense, fewer product 
introduction fattures 


Selling/Buying 


L^SS neiG ano rl\^ resuurcca v^icwci uc<ud, 

automated ordering, deductions reduced), 
cirrmlift^^ itrlmiiii^tratirin 

oU I lIJJXLiCU CiVUllUiidUAtlvrll 


Logistics 


More efficient utilization of warehouses and 
tmcks, cross-dock flow through distribution, 
reduced warehouse space requirements 


Administration 


Reduced clerical and accounting staff 


Store Operations 


Automated ordering, higher sales per square 
foot 



Distribution of Cost Benefits 

Distributors and suppliers will realize approximately equal benefits from 
implementing ECR. Overall, suppliers will realize approximately 54% of the total system 
savings, of which 47% is from cost savings and 7% is from fmancial savings. ^ 

Distributors will realize approximately 46% of the total system savings with a much 
higher proportion of their savings (14%) coming from fmancial savings. 
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The improved productivity of assets in tiie grocery supply chain results in a 19% 
reducticm in the amount of invested ci^ital requited to generate each dollar of final 
consumer sales. The largest reduction is in supply chain inventories which will decline by 
37%. Inq>roved utilization of manufacturing plant and eqdpment, tracks, warehouse space 
and retail space will result in a 9% reduction in these assets per dollar of firuil consumer 
sales. These changes are shown in Exhibit 20. 



Exhibit 20: 



Asset structure of the Grocery Supply Chain 

Assets per $100 of consumer sales 
$64.2 



RetaU 



Forward buy iuveatOTies 
Warehouse turn inventories 

Supplier finished goods 
Supplier raw materials 

Retail fixed assets 
Distributor fixed assets 




Supplier fixed assets 




Present 



$52.1 




Source: KSA Analysis 









^12.9^ 




3.0 








ECR 
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Cost savings include the direct cost reductions resulting from the elimination of 
activities or expenses and the better absorptim of fixed or overliead costs. Examples of 
direct cost savings are lower administrative costs from die automation of ordering activities, 
or labor savings when products are cross-docked through the distributor's DC rather than 
put away and selected. Examples of absorption cost savings are the reduction in fixed 
overiiead per unit or per sales dollar from more efficient utilization of manufacturing 
capacity or store space. 

Financial savings result when less inventory or fewer physical assets are required to 
generate each dollar of consumer sales. These asset reductions are not a direct cost 
reduction but instead allow the system to operate at a lower operating margin and still 
provide the same Return on Investment for shareholders. The cost benefits calculations for 
financial savings are based on the assunq)tion that as assets are reduced the grocery system 
will reduce its operating margin proportionately \^^e maintaining the same level of return 
on investment on a pre-interest, pre-tax basis. Given the highly con^titive nature of the 
grocery industry this is considered to be the most probable outcome. This is also 
consistent with experience in the general merdiandise industry where suppliers and 
distributors passed most of their cost savings through to the consumer, which gave them 
market share growth and con^any sales growth much above the industry average. 



Exhibit 19: 



More Efficient Assets Utilization With ECR Means a Lower 
Operating Profit Margin Provides the Same Return on Assets 



Current vs. Efficient Consximer Response 




Operating Profit Margin 
QPrc^lrrteregt taxes) 



Return on Assets 




Inventory/Sales 






ToUl Assets/Sales 



Fixed Asdcts/Sales 
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Efficient Promotion lefocuses suppliers' promotion activities away from 
selling-in to tiie distributor and towards selling-throu^ to ttie consumer The flow of 
product throughout die system is matched to consumer demand, yielding substantial 
improvements in manufacturing, warehousing and transportation efficiencies and with 
much less inventory in the system, 

Efficient Product Introduction addresses the processes of developing and 
introducing new products. By woxldng together, suppliers, brokers and distributors will 
develop better products at lower costs. 

Each of these strategies is described in detail in the latter sections in this chapter, 
aikl the overall cost benefits are summarized in the next section. 

Summary of ECR Cost Benefits 

Full implementation of ECR is projected to reduce average consumer prices in dry grocery 
by approximately 11%. There are two factors in this price reduction, cost savings and 
financial savings. 



ExhibUlS: 



Cost Structure of Dry Grocery Supply Chain 'Reducing Prices 10.8% 
100 = Average consumer price in present dry grocery system 



100 




12.1 „ 



operating 
Profit 



89.2 




Present 



ECR 



Source: KSA Analysis 
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To compensate for the lack of quality infoimation on which to base sales forecasts 
and production plans, suppliers cany high levels of safety stock. This will provide an 
acceptable level of service to their customers, but also incurs high warehousing and 
inventory canying costs. 



Linking the Grocery Supply Chain with ECR 

The ECR objective is a supply chain in which information and product flow quickly 
and reliably to where they are needed. 

Exhibit 15: 

A Single ECR Grocery Supply Chain Without Buffers 
^ Demand Flow I 














Distributor 




Retail 




Warehouse 




Store 












^Consumer 
lousehold 



> 



Product Flow 



By linking the chain effectively cost and inventories are reduced. ECR will shorten 
the grocery supply chain by 40% as shovra in Exhibit 16. 



Exhibit 16: 



Comparison of Average Throughput Time of 
Dry Grocrery Chain Before and After ECR Implementation 



Current Dry Grocery Chnin 



Paddng 
Line 



Supplier WwvbouM 


DIttributor WcrehooM 


RetAll Store I 


(Forwwd boy 9 days. 






Turn liivvntory 3 1 Aty* 




39 Days 


40D«y« 


26 Days | 



• 104 day* 



ECR Dry Grocery Chain 





Supplier Warehouic 


Distributor 


Retail 


Packing 




Warehouse 


Stow 


Una 










27 Days 


12 Days 


22 Days 



Consumer 
Purchase 



Consumer 
Purchase 



-«i day* 
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Exhibit 14: 



Distribotion of Item Movement Rate in a typical store 



One to Four 
Wedcs 



Less than One 
rmontti 




DaUy 



One to Sevm days 



As at the letaU store, the act of filling an order does not trigger any replenishment 
activity at the distributor warehouse. Hie buyer monUors movement on a weekly or daily 
basis focusing particularly on service levels to ensure that predetermined goals are met. 
Whe^ total inventory levels (turn inventory and forward buy inventory) fall to re-order 
levels the buyer will decide if he or she should re-order. Hiis decision is rarely a sunple 
decision because the buyer must consider factors such as existing deals or deals that begin 
in the next week or two. offers available on the diverter wire and bracket pricing quantities. 

Since gross margin is the primary measure of buyer perfonnance, price 
opportunities are more important in the re-order decision than service level and turn. (This 
was also an obstacle in adapting QR in the general merchandise industry.) 

As a result of these conq)Ucations, it may be many weeks between the time a case is 
withdrawn from the warehouse and its replenishment order is generated. Many distributors 
are buying 80^^ or more of their total requirements on deal, so for some items offered with 
one deal per quarter, the distributor may only place one order a quarter. 

Demand infonnation available to the supplier through die current replenishment 
system is therefore highly distorted by many factors having nothing to do with actual 
consumer demand. The infomiation is of UtUe value for production plannmg decisions, 
and suppUers have to purchase infomiation about consumer buying.from other sources 
such as POS data purchased from third-parties. 
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^xtiibitll: 



Dry-Grocery Supply Chain 







(Forward Buy 9 days. 


Retail Store 


1 Consumer 


PMktng 




Tum Invacifory 3 1 dmyt) 




1 Purchwe 




30 Day* 


40 Daya 


26 Day* 





104 daya 



In the current grocery chain there is no single coordinated replenishment system. 
Instead there are three separate systems jomed by inventory buffers at the retail store and 
distributor warehouse. 

Exhibit 13: 

Unlinked Replenishment System in the Supply Chain 
^ Demand Flow 



Supplier f 




N Distributoi/^ 




\ Retail ^ 




^ Consumer 


Waidioase \^ 




/ Warehoused 




y Stacs V 




y Household 



Product Flow ~> 



In the typical grocery store, the consumer act of replenishing the household pantry 
does not directiy trigger any replenishment activity. The store replenishment activity is 
only triggered when the shelf stock (and back-room stock, if any) falls to a predetermined 
re-order point. This lag can range from a few hours to several weeks, depending on the 
item movement rate and die level of stock on-hand when the consumer purchase was made. 
The rate of item movement in a grocery store varies widely (as shown in Exhibit 14) based 
on a typical store in one distributor's chain. While 22% of items had dailv movement, 
another 22% of itans had movement of less than one unit per month . This highlights one 
of the biggest challenges facing distributors - maintaining an optimum balance between 
assortment breadth and inventory tumover. 
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ENHANCING CONSUMER VALUE -THE ECR 

STRATEGIES 



Introduction 

This section describes the ECR strategies and summarizes the projected benefits and 
costs of in^lementation. The ECR strategies are described in detail in the sections, 
Efficient Store Assortments through Efficient Product Introductions (pages 35-94). The 
analysis and recommendations focus primarily on the warehouse dry-grocery chain, the 
segment most impacted by competition from wholesale clubs and mass merchants. The 
recommendations are applicable to all segments, although the savings wiU be less in 
segments where trade promoticm is not a major factor. 

To ensure consistency in the development of costs and benefits, all analyses and 
projections are based on a distributor servicing 100 average size stores from one warehouse 
and HQ location. This model equally represents a wholesaler serving independent rctaU 
stores or a regional chain with its own central warehouse. 

Most of the benefits described in this section are achievable witfiout the 
development of new systems and technologies. TTiis level of perfonnance is called Best 
Practices, and the projected results have been proven by one or more individual companies. 
Other benefits assume the implementation of changes or of systems now being considered 
by supply chain particq)ants. All of these systems are being used in other industries and 
could be developed and in5)lemented in grocery within two years. 

All the recommendations are therefore both feasible and practical. Changes that 
offer interesting potential but which are technologicaUy unproven (e.g. shelf-ready fresh 
beef) are mentioned where iq)propriate but have not been included in any of the projected 
benefit calculations. 

The Unlinked Grocery Supply Chain 

On average, a dry-grocery product takes 104 days to reach the check-out counter 
from the time it comes off the supplier's packing line. This is longer than the average for 
the total grocery chain because it does not include perishables, which are moved much 
more quickly and bring the overall average to 75 to 80 days. 
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2 . Technology by itself was not a "sflver bullet" solution to 
the industry's problems. Ways of doing business 
and internal corporate goals and culture, also had to 
change. However, technology played a key role in 
enabling the in^lementation of the QR strategies by 
helping information and product to flow more quickly 
and more reliably through the system. 



.lumbers at the style/color level only, thereby losing the size-level detail necessary to reduce 
out-of-stock problems. 

The fashion nature of the apparel and footwear business means that many products 
liave short life-cycles. For example, in women's sportswear most suppliers offer five or 
six seasons per year, each of which may be broken down into two or three shipping 
windows of three or four weeks' duration. 60% of the items will have a life with only one 
shipping window so that retaUers are constanUy adding new SKUs and deleting old ones. 

Since the number of SKUs in general merdiandise is much higher than grocery, the 
rate of movement of an individual item is much slower, A grocery store sells an average 
five units/SKU/week, compared to one unit per SKU (if SKUs ate measured at the size 
level) every three or four weeks in a department store. 

These differences mean that it would be impossible to maintain adequate stock 
assortments in the grocery industry with the reorder lead times that are common in the 
general merchandise industry. For this reason, plus the premium on shelf space, inventory 
is held at a distributor's warehouse, providing a one or two day lead-time for store re- 
orders. 

In developing the ECR strategy for the grocery industry these differences arc 
relevant. Unlike the general merchandise industry the grocery industry does not have a 
major out-of-stock problem, so the potential sales increases for improved in-stock positions 
are less than one-tendi as large. However there is some similarity between the general 
merchandise industry's difficulty in managing shoit-Uved fashion products and the grocery 
distributors challenge in managing perishable products. 

There are many parallels to the prc-QR general merchandise industry, particularly in 
the way that participants in the system, while pursuing objectwes of cost reduction, 
inadvertently create additional costs elsewhere in the system. 

The QR experience is therefore a helpful model for ECR in the grocery industry 
provided allowances arc made for the differences discussed above. Two particular lessons 
stand out: 

1 . The success of QR was due to the vision of a few 
business leaders who saw thai the competitiveness of the 
entire industry could be greatly in^roved if suppliers and 
customers worked togetlier, rather than as adversaries, to 
better serve the consumer. 
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systems, the number of vendors, the number of stock-keeping units (SKUs) carried and 
the rate of movement per SKU. 

Department stores deal with many more vendors than most grocery formats. A 
Chain Store Age Survey (April 1992) showed that department stores averaged 4,528 
vendors con5>ared to 1,166 for supermaikets and drag stores. 38% of department stores 
had over 8,000 vendors while no supermarket or drug stores were in this category. 

Exhibit 11: 



ComparlMii ef Vendor Base ofSnpcmarkct/Dnig Stores to Department Stores 



TOTAL NVMBSR OF VENDORS 



sunsRMAUETAntvamitxs 



DEPARTMEKT STORES 
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Despite these huge differences in the number of vendors, more department stores 
are using EDI than supermarkets and drag stores according to the same survey (78% vs. 
63%). It would not q)pear that dealing whh large numbers of vendors presents any 
obstacles to the implementation of EDI. 

While the typical supennarket carries 28,000-30.000 SKUs, a typical department 
store carries 400,000 to 500,000. This high number of SKUs is a consequence of the 
range of sizes required and the short life-cycles of many products. The impact of sizes can 
be illustrated by the men's slacks category.. Each style comes in a range of colors, and in a 
range of waist sizes and leg lengths. A typical department store might cany 30 waist/leg 
combinations in each of five colors, so there would be 150 SKUs for each style. Since the 
store typically carries three to six styles from each of its vendors, of whom there might be 
four or five, the store in total would be carrying 2,500 to 3,000 SKUs in men's dress 
slacks alone. Because of this SKU explosion at tlie size level, many retailers assign SKU 



Although the general merchandise industry adopted its EDI standards much later 
then the grocery industry, the utilization of EDI has expanded so rapidly that it has 
overtaken the grocery industry, particularly for transactions sudi as the Advanced Shipping 
Notice which is so itr^rtant in cross-dock shipping systems. 

This history of technology iniqplementation illustrates a fundamental difference in 
approach between general merchandise and the grocery industries. The grocery industry 
viewed investments in POS scanning and EDI as cost reduction or productivity 
investments. Each investment was evaluated and approved based on savings that it 
generated, but it was evaluated in isolation form the rest of the system. For example, POS 
scarming was cost justified based on speed and accuracy at the check-out, but very few 
companies saw any value in the information generated except for sale to third-party 
research firms. Similarly, EDI transmission of purchase orders was cost justified based on 
clerical savings in calling in orders on the phone, but in several reported cases lead-times 
have been lengthened because EDI orders are held for night transmission when 
telecommunication rates are lowest. 

The general merchandise industry*s approach was quite different. The investments 
in tedmology were evaluated at least as much for their contribution to making information 
or product flow more quickly and reliably Arough the whole system as for their individual 
cost savings. Marty individual investments were actually hard to cost justify (e.g. new 
POS terminals with scarming c^abilities in a department store with 70 or more tennitials.) 
Likewise, because order frequencies are lower than grocery, EDI transmission of purchase 
orders has a lower return on investment in general merchandise than in grocery based on 
cost savings. What EDI did do, however, was to enable retailers to automatically generate 
and transmit weekly reorders directly from POS data, increasing their reorder frequency 
four to eight times and substantially reducing both safety stocks and sales lost to out of 
stocks. 

To the general merchandise industry technology was therefore a means to an end, 
not an end in itself. Indeed, bar-coding and EDI are commonly referred to as the "enabling 
technologies" as they allow business partners to move information and product more 
rapidly and at lower overall cost In turn, this faster movement of information and product 
enables the retailer and the manufacturer to better anticipate, detea, and respond to 
consiuners' needs, thereby better satisfying the customer and capturing market share from 
slower con^titorsr 

Transferability of QR to the Grocery Industry 

While many of the principles of QR apply equally to the general merchandise and 
grocery industries, it is important to recognize three major differences between the two 
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To validate the projected benefits of Quick Response the Crafted with Pride in 
U.S.A. Council sponsored three pilot projects with leading retaflers in three distribution 
channels - department stores (Dillard's), national chains (J.C. Penney) and mass-merchants 
(Wal-Mart). Each retailer selected a vendor partner for the pilot covering a range of product 
categories (women's blouses, men's slacks and men's suits). The results exceeded 
expectations and fully validated the projected benefits of (Juick Response. All three pilots 
showed sales increases of 20-25% and improvements in inventory turns of 30%. The sales 
increase resulted from improving in-stock performance from 70-75% to 95%+, and the 
inventory tum improvement resulted from the need to carry much lower levels of safety 
stock because of the greatly reduced lead-times. 

The three retailers who conducted the pilots were so impressed by the results that 
they quickly began to develop similar programs with other vendors. Since these early 
beginnings these companies have consistendy led their segments in Quick Response, and 
each has grown much more r^idly and more profitably than their competitors. 

Although the projected benefits of Quick Response were vaUdated there were some 
significant barriers to rapid implementation throughout the industry. These concerned the 
lack of any industry standards for EDI and for item and shipping container identification. 

Many leading retailers had already implemented EDI with their suppliers. 
However, every retailer had its own proprietary system, and suppliers had to design a 
unique interface for every customer. Similarly, many retailers were using a machine- 
readable item identification ticket, typically magnetic stripe, bar-code or OCR, but again 
tiiere was no industry standard. As a rcsuh, tickets could not be applied during 
manufacturing (except for private label merchandise), but had to be applied in the 
manufacturer's or retailer's DC after the retailer's order was received. Both options added 
time to the replenishment cycle and were significandy more expensive than applying a ticket 
during manufacturing. 

To resolve tiiese problems, leai^ing retailers and manufacturers formed die 
Voluntary Inter-Industry Communications Standards Committee (VICS) in mid-1986. 
Vies role was to develop industry standards for product identification and EDI. After 
careftil research the committee recommended the general merchandise industry adopt die 
UPC product code pioneered by the grocery industry. A bar-coded carton identification 
system was adopted, and a set of EDI transaction formats using ANSI X.12 standards was 
developed. 

These breakdiroughs led to a rapid acceleration of Quick Response among 
progressive companies, although tfiere was still some delay while retailers instaUed POS 
scanning systems. 
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Exhibit 10: 



Replenishment Cycle for Basic Items 
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Salmon Associates conducted a supply chain analysis which revealed that although 
individual parts of the system were efficient, the overall efficiency of the system was very 
low. In seeking to minimize.costs independently of each other the fiber, textile, apparel 
and retail industries were inadvertendy pursuing practices that added significant costs to the 
overall supply chain. Tlie magnitude of the improvement opportunity surprised everyone, 
and one key finding in particular caught everyone's attention - the length of the supply 
chain and the impact this had on the efficiency of the system. 

The q)parel supply chain, from raw material to consumer purchase, was 66 weeks. 
Of this, 11 weeks was in-plant time (fiber, textile and apparel), 40 weeks was in 
warehouses or transit (fiber, textile , apparel and retaU), and 15 weeks was in-store. This 
long supply chain was both expensive to finance and , even more significantly, resulted in 
major losses as either too much or too litde product was produced and distributed based on 
inaccurate forecasts of future demand. 

The overall loss to the system was projected at $25 billion. Two-thirds of this loss 
was due to markdown losses at the retail or manufacturer level and to sales lost from out of 
stocks at the retail level. Exit surveys of consumer showed that being unable to find the 
item they wanted in the tight color or size was the major reason that consumers left a store 
without making a purdiase and was eroding store loyalty. 

This research led to the development of the (Juidc Response strategy for general 
merchandise retailers and their suppliers. QR is a parmership strategy in which retailer and 
suppUer woric together to respond more quickly to consumer needs by sharing information 
on POS activity to joindy forecast fiiture demand for replenishable items and to continually 
monitor trends to detect opportunities for new items. OperationaUy, both parties use 
Electronic Data Interchange to speed the flow of information and activities are joindy 
reorganized to minimize lead times and costs. The effect of QR on the replenishment cycle 
is shown in Exhibit 10, where a 75% reduction in lead-time is quite typical. 
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Tbc mass merchants devdoped their logistics capabilities in the general merchandise 
industiy. TTic wholesale clubs also derived their logistics strategies from the general 
merchandise industry and two of the four largest wholesale clubs are divisions of the two 
largest mass merchants (Sam's/Wal-Mart, Pace/Kmart). 

A revolutionary change in replenishment logistics has swept through the general 
merchandise industiy in the last seven years in which tfie entire system is now being driven 
from front^nd POS data. This strategy is Imown as Quick Response in tiie general 
merchandise industiy, and although tiiere are distinct differences between general 
merchandise and food retailing, it appears from tiie success of the mass-merchants and 
wholesale clubs in food retailing that many of the principles are transferable to the grocery 
supply chain. 

Quick Response in (he General Merchandise Industry 

Unlike tiie food supply industiy, the general merchandise supply industry has faced 
intense competition from overseas for over twenty years. By tfie early 1980s, domestic 
producers' share of major segments such as footwear, toys and consumer electronics had 
fallen below 20%, and import penetration in the jqjparel segment was reaching tiie 40% 
level. 



The primary competitive response of the textile and sqjparel sector in the 1970's and 
early 1980s was to seek legislative protection from imports while investing heavily in 
modem equipment. By tfie mid 1980's die textile and ^arel industiy was one of tlie most 
protected in tfie U.S. tfirough an impon quota system and tfie textile industiy had the 
highest rate of productivity growtfi of any U.S. manufacturing industiy. 

Despite tiiese successes, import penetration in the apparel sector continued to 
increase. Several industiy leaders realized tfiat protectionist measures by tfiemselves would 
not be sufficient to preserve a strong U.S. apparel manufacturing industry and tfiat otfier 
initiatives were required. 

In 1984 tiiese leaders foraied tiie Crafted Witii pride in U.S.A. Council. Funded 
by contributions from member companies in tfie q)parel, textile and fiber industries, tfie 
Council's mission was to promote tfie benefits of U.S.-niade textiles and apparel to tfie 
consumer. In 1985 tfie Council began an advertising campaign which over tfie last seven 
years has significantfy raised tfie consumer awareness of tfie country of origin label on 
apparel and tfie consequences of buying imported apparel. 

The Council also committed part of its budget to research ways to improve tfie long- 
term competitiveness of tfie U.S. textile and apparel industiies. In 1985 and 1986 Kurt 
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historical revenue and profit growth rates, suppliers intensified their efforts to push 
products through the system by increasing short-term trade promotion spending, while 
distributors sought lower cost through vertical integration and scale economies. During 
this period relationships between suppliers and distributors became strained as both 
struggled to gain a greater share of the no-longer increasing profit pie. 

In the late 80 's a new threat emerged to the established grocery formats - wholesale 
clubs and mass merchants captured a growing share of the grocery business through 
aggressive pricing. These new competitors originated not in the grocery industry but in the 
general merchandise industry, an industry which historically had lagged the grocery- 
retailing industry in both operating efficiency and in the use of technology. 

A study conducted for the Food Marketing Institute by McKinsey & Co. in 1991 
analyzed these alternative formats compared to the established grocery formats. The study 
showed significant pricing differentials in favor of the wholesale clubs and mass merchants 
due partially to operating efficiencies and partially to other factors. The study also 
projected that, assuming no change in relative prices, these alternative formats would more 
than double their share of the grocery madcet by 2001. 

The study analyzed the business systems of the wholesale clubs and mass 
merchants, identifying the key characteristics of each: 



Exhibit 9: 



Business System Characteristics of Alternative Retail Formats 


Wholesale Clubs 


Mass Merchants 


• Focused SKU assortment 


• Broad SKU selection at sharp EDLP 


• Streamlined logistics 


• World-class logistics 


• Efficient in-store operations 


• Customer service philosophy 




• Excellent management systems 


Source: FMI/McKinsey & Co. 





Although there are distinct differences between these two formats in their 
assortment strategies, each is supported by an efficient and streamlined logistics system 
controlled by a sophisticated management system. This observation has led to a growmg 
awareness and concern that while the supermarket system at one time was recognized as the 
state of die art in replenishment logistics, other retail formats have now caught up with or 
surpassed the supermarket system in this area. 
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Background 



The U.S. grocery supemiaiket format is admiied worldwide as a model of retail 
efficiency. Taiichi Ohno of Toyota Motors credits the U.S. siq>ennaiket system as an 
inspiradon in his development of die Toyota Production System, later known as the Just- 
in-Time production system. Small amounts of product are kept on hand and the 
customer's act of purchasing triggers a chain of replenishment activity all the way up the 
supply chain. 

In 1956, 1 toured U,S. production plants at General Motors, 
Ford, and other machinery companies. But my strongest 
impression was the extent of the supermarket's prevalence in 
America. The reason for this was tlmt by the late 1940' s, at 
Toyota's machine shop that I managed, we were already 
studying the US. supermarket and applying its methods to 
ourwork.^ 

The supermarket with its high operating efficiencies quicldy became the dominant 
retail grocery format, supplanting the traditional dry grocery store, butcher, baker and 
green grocer by offering low prices in a convenient, self-service enviroiunent. 
Supermarkets were the irmovators in operations as well as in marketing. They were the 
first industry to adopt the new technology of bar-coded product identification in the early 
1970*s, a development that led to the founding of the Uniform Code Council in 1972 to 
administer industry-wide standards from which all would benefit. 

The grocery industry was again a leader in the development of Electronic Data 
Interchange - the direct transfer of information from one computer to another tiixough 
telecommunications linkages. In 1982 the UCC again played a key role in die development 
of conunon industry standards, avoiding the confusion and high cost of individual 
companies developing proprietary formats for data transmission. 



On the supply side the grc eery industry also became recognized as a world leader, 
particularly for its packaged-goods marketing skills. Powerful brands were built dirough 
advertising, promotion, packaging and irmovative product development as grocery 
suppliers focused on the desires of consumers for better products and more convenience. 
To some extent the role of the distributor was changed from the purchasing agent for his 
consumer to a distribution chaimel responding to demand created by his suppliers. 

In the 70s and 80s the real growth rate of the grocery industry fell as economic 
growth slowed and as consumers started eating more away from home. To maintain 

^Ohno. Taiichi, Tovota Production Svstgtn. (Pfoductivity Press, 1978), p. 26 
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INTRODUCTION 



The Principles of Efficient Consmner Response 

ECR is a groceiy industry strategy in wliicli distributors, suppliers and brolcers 
jointly conunU to yfo± closely together to bring greater value to the grocery consumer. 
This greater consumer value is created by better products, better assortments, better in- 
stock service, better convenience and better prices deUvered through a leaner, faster, more 
responsive and less cosdy supply chain. 

The ECai Woridng Group has developed five guiding princq)les that concisely 
articulate the ECR strategy. 



ExhibUS: 



1 GUIDING PRINCIPLES OF EFFICIENT CONSUMER RESPONSE | 


1, 


Constantly focus on providing better value to the grocery 
consumer: better product, better quality, better assortment, 
better in-stodc service, better convenience with less cost 
throughout the total chain. 


2. 


ECR must be driven by committed business leaders 
determined to achieve the choice to profit from the 
replacement of flie old paradigms of win/lose trading 
reiationsNps wtth win/Vvin mutually profitable business 
allianoes. 


3. 


Accurate and timely InfonnaAion must be used to support 
effective marketing, production and logistic decisions. This 
infonnation win flow externally between partners through EDI 
using UCS standaixls and win intemaiiy affect ttie most 
productive and efficient use of liTfomialion In a computer- 
based system 


4. 


Product must flow with a maximization of value- adding 
processes from the end of production/packing to the 
consumer's basket so as to ensure the right product is 
available at ttie tight lime. 


5. 


A common and consistent performance measurement and 
reward systems must be used ttiatfocusses on the 

effecttveness of the total system (i.e. better value through 
reduced costs, kwer Inventory and better asset utilization), 
cleariy Identifies the potential rewards (i.e. Increased revenue 
and profit), and promotes equitable sharing of those rewards. 



The eady-adopters will stait to realize increasing retains from die investments they 
have alxeady made as more of dieir trading paitnm begin in^lementatioa They will 
maintain ^ir leadersh^ by developing and implonenting the remaining elehients of ECR 
well before the 1996 goal, establishing a new set of Best Practices for the supply chain. 
They will pass through much, if not all, of their savings to the consumer and will achieve 
growth rates well above the industry average. 

These companies, whether retailers, wholesalers, suppliers or brokers, will emerge 
as the industry leaders of the mid 1990s and will accelerate the expansion of ECR by 
acquiring the weaker players, hastening the consolidation of the industry. 

The second group will realize much but not all of the benefits from ECR as the 
leaders put increasing pressure on prices and margins. Their implementation will however 
be less expensive than the eariy adopters who have funded most of the development costs. 
They can draw upon the work of the Joint Industry ECR Board and offerings from third- 
party software and service providers to expedite their own implementation. 

The third group will comprise companies whose implementation was ineffective or 
who started too late to meet the cnd-1994 Best Practices implementation goal. This group 
will be at a severe competitive disadvantage by 1995 as the first two groups exert such 
pressure on prices and margins that it will be difficult to generate the cash-flow to fund the 
investments to catch-up. Many of these companies will be acquired or will cease operation 
in the industry consolidation that will accelerate by the mid-1990s. 
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This report proposes the creation of a Joint Industry ECR Board of CEO's of 
distributor and sq^lier conq)anies. The conunittee would be co-sponsored by all the 
grocery trade associations and tasked with accelerating and facilitating the adoption of ECR 
throughout the grocery supply chain. 

Four major activities for the Board and subcommittees are proposed: 

- staging an annual ECR Conference to build awareness of 
ECR and how to inclement it 

- developing and promulgating Best Practices to help 
companies starting in ECR reduce implementation time and 
costs and avoid conunon in:q>lementation problems 

- sponsoring pilot projects to validate the benefits of ECR and 
to develop new Best Practices 

- developing systems standards to reduce development and 
implCTientation costs. 



10 . WHAT ARE THE IMPLICATIONS OF ECR FOR GROCERY 
SUPPLY CHAIN PARTICIPANTS? 



Change always has two faces - opportunity and danger. ECR has such profound 
changes on suj^ly chain economics, and therefore on the competitive position of individual 
participants, that those companies who adopt ECR early will gain a si^iificant competitive 
advantage over other companies. ECR allies will pass through much of the supply chain 
savings to consumers, gaining market share from companies who fail to adopt the ECR 
strategies. 

The rate of change will be much faster than anyone ejqpects, as illustrated by the 
rapid penetration of QR in the general merchandising industry. Over the last five years 
retailers like Wal-Mart, J.C. Penney and Dillard's and manufacturers like VF Corporation, 
Levi-Strauss and Haggar who all adopted QR early have made major market share gains. 
The casualties of the recession, many of whom are in the chapter. Action Steps for 
Distributors and Suppliers, include many companies who resisted QR and stuck to 
traditional business practices. 

Realistically companies in the grocery supply chain will fall into three groups: those 
who have already implemented some of the Best Practice elements and will reach Best 
Practice implementation well before the end of 1994, those who have not yet begun but 
who commit to reach Best Practice implementation by tiie end of 1994, and those who fail 
to reach the 1994 Best Practice implementation goal. 
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8 . WHAT ARE THE MAJOR OBSTACLES TO IMPLEMENTING ECR? 



The major obstacles to in^lemmting EC31 are not tedinological or financial, but 
organizational. First and foremost is that without strong leadershq) and commitment from 
the CEO it is impossible to inq)lcment ECR eflfiactiveiy. Only die CEO has the power to 
break down the organizational barriers diat in:q)ede progress, and to build die bridges to 
customers, suppliers, and broilers tfiat will lead to new working relationships. 

These organizational barriers are both cultural and functional. The traditional 
vertical, top-down organization structure, in which each function operates separately and is 
measured independendy, is a major barrier because every ECR change crosses functional 
boundaries. The measurement systems commonly in use are another major inq>ediment 
because everyone hisus been conditioned to focus on the efficiency of individual parts of the 
system, while no one looks at die whole system. 

The measuremoit system problmi can be illustrated by an example that is typical of 
the issues that surface in ECR - smaller case sizes. With present measurement systems few 
people see a possible benefit in smaller case sizes - the plant manage doesn't (higher labor 
costs), the product manager doesn't (higher packaging costs), the wholesale warehouse 
manager doesn't (higher selection labor costs) and the store manager doesn't (higher 
stocking labor costs). Yet for many slow-moving SKUs halving die case size and reducing 
average retail inventories 30-40% would reduce die store overhead chargeable to the 
product by more than d» extra cost at the other steps - Le. the total system return on 
investment would be increased 

In implementing ECR new measurement systems will be required. Implementing 
many of the ECR strategies will require sub-optimization of one or more functional areas to 
gain even greater offsetting gains in others. Non-financial measures will become more 
important because they are more actionable, and in^oved costing systems such as Activity 
Based Cosdng will provide more accurate and actionable profitability information on which 
to base sound business decisions. 



9 . HOW WILL THE INDUSTRY SUPPORT ECR? 



The fiiU benefits of ECR cannot be realized by any company widiout the active involvement 
of a majority of its suppliers or customers. While many con^anies have made significant 
progress in working widi their trading partners in one-on-one alliances, an industry-wide 
commitment will significandy accelerate implementation and die realization of die BCR 
benefits. 

The industry should set a goal of full Best Practices in^lementation by the end of 
1994 and full ECR in5)lementation by die end of 1996. Botfi goals arc achievable, and 
many con^)anies will reach these milestones in a shorter period. 
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n n 

Cfeating die optimum din^ 

education as well as new peifonnance measuiement and reward 
systems. Above aU it requires strong leaders at the top of tfie 
organizadon who consistendy demonstrate their personal commitment to 
diange through their words and actions. 

This report provides a starting point for an internal education and 
communication process. IrKlustry conferences and publications will 
also provide companies with helpful resources to assist in accelerating 
the internal acceptance of the ECR strategy. 



- Select partners for initial ECR alliances. 

For most con^anies just starting in ECR two to four initial alliances are 
reccmimmded. Begin with each by setting up a one-day meeting at 
which soiiot representatives ftom each functional area of both aUies will 
be presmt to discuss ECR and how to get started. Set up two or three 
joint task forces to work on some projects which have been proven to 
have excellent pay baclcs, e*g. 

• Elinuriatirig invoice deductions 

- • Improving track loading and unloaduig efGciency 

• Reducing damages 

• Vendor managed continuous replenishment 

Success in these programs will start to breed trust and confidence, and 
creates the necessary platform fix)m which to move onto odier more 
sensitive business issues. This process takes time, and experience 
shows it may well take 9 to 12 months of continual effort before enough 
trust is created to discuss many significant issues in an open non- 
adversarial environment , 



- Develop IT (Information Technology) investment program 
to support ECR. 

While many benefits of ECR can be achieved without major IT 
investment, the conq>anies with the strongest FT capabilities will 
establish a clear con^titive advantage over other companies. 

Those con^)anies leading the way in ECR foresee an almost paperless, 
fully integrated business information system linking them to their 
business partners within five years. Such systems will manage much of 
the replenishment function, both reducing headcount and freeing people 
to concentrate on exception management and on the creative 
development of products, services and systems. 
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his suppliers are implying bar codes, or the supplier who gets little benefit in improving 
manufacturing efficiency from his investment in continuous iq)lenishment until most of his 
customers are using continuous replenishment. 

Practitioners estimate that critical mass will start to be achieved once one-quarter to 
one-third of their trading partners have in:q)lemented an element, with major benefits being 
realized once one-half to two-thirds have implemented. 



6 . WHAT ABOUT THE COST? 



Unfortunately, ECR can't be bought in a nice, simple package. Fortunately, however, it 
does not require any single major investment {except for companies with outdated 
information systems) but rather a continuous incremental investment program over two to 
four years. Each of tfiese investments offers an excellmt payback provided it is 
implemented as part of a total ECR strategy. 

For most companies, a moderate "seed-money" first-year investment will create a 
self-funding program for future years. Funds for future years capital expenditures can be 
generated from both inventory reductions and cost savings. Some companies have realized 
savings as high as 0.3% of sales from the efforts of joint supplier/distributor teams 
working on truck-loading, handling and deduction improvements projects without any 
major capital investment. 

The biggest costs for many companies adopting ECR will actually be people costs, 
not financial investments. Cultural change is painfiil as people have to relinquish familiar 
habits and practices and adopt new ones. Tliis will require a continuing investment in 
education and training at all levels, stmctural changes in organizational reporting 
relationships and accountability and new performance measurements for business units and 
for individuals. 



7. HOW DO I GET STARTED IN ECR? 



Tiie most effective way to get started in ECR is to begin with diree concurrent programs: 

- Create a climate for change. 

For most organizations changing the internal perception of suppliers or 
customers as adversaries to that of allies will be more difficult and take 
far longer than any other part of ECR. 



8 



Exhibit 6: 




In addititm to these tangible braefils there are inqxntant intangible benefits for 
consumeis, distributors and suppliers. These benefits are too subjective to quantify but 
will have significant value to the system paitidpants because th^ sharpen the competitive 
dififerences between them and non-traditional food retailers. 



Exhibits: 



Intangible benefits of ECR 


Consumer 


Increased choice and shopping convenience, 
reduced out-of*stock items, firesher product, 


Distributor 


Increased consumer loyalty, better consumer 
knowledge, improved supplier relationships. 


Supplier 


Reduced out-of-stocks, enhanced brand integrity, 
improved distributor relationships. 



5 . WHAT DOES ECR INVOLVE? 



There are many elemaits of ECR, many of which have been developed within the 
grocery industcy. Other elements have been adtqjted to the grocery industry from other 
industry strategies such as Quick Response in tfw general merchandise industry and Total 
Quality Management in manufacturing industry. 

There is nothing in ECR which is not being done today in the grocery industry or in 
another industry. To assist distributors and suppliers assess where they are today and what 
their goals should be over the next 2 to 4 years the ECR elements have been divided into 
two phases - Best Practices Implementation and Full ECR Inq>lementation. 

Ihe Full ECR Inq)lementation builds on the Best Practices implementation and 
contains elements which are currendy in limited use, are in development or are being 
planned by leading-edge companies. Within two years, the time it will take to fiilly 
implement current Best Practices, these elements will be sufficiently implemented to be a 
new set of Best Practices to be implemented industry-wide in 1995- ' 996. 

The Best Practices Implementation is achievable by every grocery supplier and 
distributor within two years. All of the elements are being done today by several suppliers 
or distributors. When fully implemented, this phase wiU produce about two-tfiirds of the 
total projected ECR cost benefit, but no-one is able to achieve such savings today because 
of the lack of critical mass in the industry. 

The critical mass problem arises because untU a significant proportion of a 
company's trading partners have implemented an element the benefits to the company are 
limited. There arc many examples of this such as the retailer who gets littie return for an 
investment in DEXAJCS capabilities untU most of his suppUers are DEX capable, or the 
distributor who gets Utde return on his investment in bar-code scanning in receiving untU 
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Exhibits: 



ECR Strategics 

Stratecv Objective 


Efficient Store Assortments 


Optimize ttie productivity of inventories 
and store space at the consumer interface 


Efficient Replenishmmt 


Optimize time and cost in the 
replenishment system 


Efficient Promotion 


Maximize the total system efficiency of 
trade and consumer promotion 


Efficient Product 
Introductions 


Maximize the effectiveness of new 
product development and introduction 
activities 



TTie projected savings from each of these strategies and the major impact areas from 
each are summarized in Exhibit 4. 



Exhibit 4: 



ECR Drv Grocerv Savinps 
As % of average consumer prices 


Strategv 


Cost 


Financial 


Total 


Major Impact Areas 




Saving 


Saving 


Saving 




Efficient Store 
Assortments 


1.3% 


0.2% 


1.5% 


Increased sales and gross 
margin per retail square foot, 
increased mventory turns 


Efficient 
Replenishment 


2,8% 


1.3% 


4.1% 


Automated retail and warehouse 
ordering, flow-through 
logistics, reduced damages, 
reduced supplier and distributor 
wholesale inventories 


Efficient 
Promotion 


3.5% 


0.8% 


4.3% 


Warehouse, transportation, 
administrative and 
manufacturing efficiencies; 
reduced forward buy and 
supplier inventories and 
warehousing expense 


Efficient Product 
Development 


0,9% 


neg. 


0.9% 


Fewer unsuccessful 
introductions, better value 
products 


TOTAL 


8*5% 


2.3% 


10,8% 
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3 . IS ECR THE SAME AS EDLP7 



No Adopting the ECR phUosophy does not require a retaUer to diange its pncing 
strategy to the c^umer. Retailers wiU realize benefits from ECR whether they beheve m a 
prom^nal or an Every Day Low Pricing strategy, both of which have been proven to be 
efficient in appropriate applications and retail formats. 

ECR allies will however jointly modify the way in which trade and consumer 
promotions are implemented. Price incentives which recpiire a wholesaler or retader to 
stockpUe excess inventory to maintain a competitive average purchase cost will be reduced 
and replaced with alternatives such as continuous deal pricing and separate merchandismg 
fund payments. 



4 . WHAT ARE THE BENEFITS OF ECR? 

$30 billion saved • 41% less inventory 



•nie benefits of ECR are substantial, with total savings in the warehouse-supplied 
dry-grocery segment of $10 biUion. The savings in this segment, which represents 
Tproxim^ely one-quarter of total sales volume, will also be found m other segments (e.g. 
frozen. HBC. general merchandise, dairy) and. to a lesser extent. « Pfnshab es. It is 
pTo^c ed thai fhe total potential supply chain savings are in e^^^^ 
L grocery supply chaTis a highly competitive system it is likely that ultmiately all of the 
cost savings and the financial savings will be passed through to the consumer. TTus is 
exactly what has hqipened with Quick Response in the general merchandise segment. 

The consumer will therefore be a primary beneficiary of ECR. This will 
significantiy close the price differential between the traditional grocery fo^^^^^ 
mass-merchants and wholesale clubs, reducing the loss of market share to these alternative 

formats. 

Grocery supply chain inventories will drop as products move more quickly from 
packing line tSou^to die check-out counter. In dry grocery this will cut die supply cham 
inventory 41% from 104 days of supply to 61 days. 

The cost savings achieved through ECR result from both cost reductions 
throughout t^?chain L from financial savings as inventory and ft.ed asset productivities 
i^hcreld Four strategies to achieve these benefits have been defined and are d^^^^^^^ 
in detaU in die report. TTiese strategies and dieir objectives are shown m Exhibit 3. 
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TTie ECR Woridng Group has developed five guiding principles that concisely articulate the 
ECR strategy. These are shown in Exiiibit 2. 



Exhibit 2: 



GUIDING PRINCIPLES OF EFFICIENT CONSUMER RESPONSE 



1 . Constantly focus on providing better value to tlx* grocery 
consumer: better product, better quality, better {Assortment, 
better in-stock service, better convenience with Mss cost 
throughout the total chain. 

2. ECR must be driven by committed business Ieadt>r8 
determined to achieve the choice to profit from ttw 
replacement of the old paradigms of win/lose trading 
relationships with win/Win mutually profitable business 
alliances. 

3. Accurate and timely information must be used to support 
effective mari^eting, production and logistic decisions. This 
infomiation will flow externally between partners tlirough EDI 
using UCS standards and will Internally affect the most 
productive and efficient use of information in a computer- 
based system. 

4. Product must flow wltti a maximization of value-adding 
processes from the end of production/packing to the 
consumer's basket so as to ensure the right product Is 
available at the right time. 

5. A common and consistent performance measurement and 
reward system must be used that focusses on the 
effectiveness of the total system (I.e. better value through 
reduced costs, lower inventory and better asset utilization), 
cleariy identifies tiie potential rewards (I.e. Increased revenue 
and profit), and promotes equitable sharing of those rewards. 



2. ISN'T ECR JUST EDI AND BAR-CODING? 



No. WhUe UCC bar-coded product identification and Electronic Data Interchange 
using the UCS industry standards are an essential part of ECR, experience has shown tfiat 
their benefits are limited without die changes dial result from the joint supplier/distributor 
alliances that are the heart of ECR. Automating inefficient business processes is bodi 
complex and ineffective. ECR focuses first on re-engineering business processes to make 
them efficient, and then automating them, at much lower cost, to further reduce wasted time 
and cost. 



EXECUTIVE SUMMARY: 10 KEY QUESTIONS 



QN ]E,p.^, 



1. 



WHAT IS EFFICIENT CONSUMER RESPONSE? 



closely tog«ter to bring be«« «^^j^fX Zteefflctay of todividud 

s, doing, teve inadvenendy "W^*^";^ P^„,„^ .„ working togefter to 
supply cl»dnwidK«naeamg<^B^^;^^ „ ,„«Uo«ing eveiy 

:r^Ko^rrgtrsr.Ld«i.addstoc„..on«,v.«o.. 

Xh^wi.«nbedin«n«ed.rm«iele«cosdy. 



Exfiibitl: 



vision - The ECR System 



THISPABEBlAMKiMSPTO) 
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A grocery distributor adopting a customer-based structure wiU probaWy structure its 
organization into Business Teams for Diy Grocery, Frozen Food. Meat. Produce. HBC 
etc. Each team would have total responsibility for its business as measured by return on 
assets employed. Each team would be led by a group covering aU of die key functional 
skills, e.g. buying, merchandising, warehousing, traffic and for a chain retailer, stores. 

A supplier adopting a customer-based stmctuie wiU probably structtire along 
category lines and within categories by customers. Again, all business functions (i.e. 
marketing, sales, manufacturing, purchasing, distribution) would be on the team and the 
team would be responsible for die total profitability of its business. 

This stmcture eliminates many of die obstacles to implementation of ECR. A 
meeting between a distributor's business team and a suppUer's business team has all of the 
expertise necessary to comprehensively analyze the total supply chain and brainstorm ways 
to re-engineer die supply chain activities to reduce time, cost and inventories. 

Measurements Systems for Efficient Consumer Response 

Current prafomiance measurement systems are financially-based and are designed 
to support a fimctionaUy-based organization. These systems do not provide tiie 
infonnation necessary to manage a customer-based organization and therefore new 
measuremem systems must be developed and inylemented to support die new organization 
structure. 

Wliile current perfonnance measurement systems are financially based, many non- 
financial measures are used to manage on a day-by-day basis. Hiese measurements are 
vitaUy in^rtant management tools because financial results are typically only available 
several weeks after tiie end of an accounting period by which time it is too late to take any 
corrective action. 

Most of tfiesc non-financial measurements are direct labor based because direct 
labor was typicaUy die largest cost item in manufacturing. Examples include labor hours 
per unit produced, selection labors hours per case, store labor hours per week, etc. 
Overiiead activities are rarely iheasured witfi similar diligence and are typicaUy aUocated to 
products based on direct labor houre. TTiis leads to a common but erroneous impression 
tiiat reducing direct labor reduces overhead which is rarely, if ever, the case. 

Just as widi the financial measures, new non-financial measures are also required to 
ensure EfiBcient Consumer Response practices are fiiUy supported by die key organizational 
performance measures. These are discussed in die foUowing section. 
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Non*Financial Measurements 

lliere aic four categories of non-financial measurements that will support an 
organization's implementation of ECR. These are customer satisfaction, cycle times, yield 
and reliability. 

Customer Satisfaction 

Increasing customer satisfaction is the primary objective of ECR, and no 
implementation can be complete without regular measurement of customer satisfaction. 

Distributors with frequent shopper clubs have an excellent starting point as they 
already have a database containing information such as telephone numbers, household 
demographics, purchase volume, etc. Using this resource they can conduct regular 
telephone surveys at low cost and with the ability to trade individual ratings over time. 

Distributors who do not have a fi:equent shopper club can conduct exit surveys in 
their stores. Both types of surveys will provide valuable information on assortments, 
convenience, staffing, layout, etc. tliat can identify inqirovement opportunities at the store 
level and in merchandising. 

Suppliers should also conduct regular customer satisfaction surveys of both 
distributors and consumers. Feedback from these surveys and resulting action plans 
should be shared with distributor customers in regular meetings. 

Cycle Times 

One of the most inportant changes in management thinking in the 1980's was the 
recognition that shortening cycle times was a powerful way to drive performance 
improvement. Long cycle times typically cover up many problems due to quality, errors, 
re- work, breakdowns, etc. By analyzing the time that product or Information spends at 
each step of a process, opportunities to cut both tinte and cost become apparent. For 
example, the payment cycle is significantly lengthened and processing costs increased 
when purchase order, invoice and receiving docummts do not match. 

Cycle times can be determined for all business processes at the overall level and for 
individual process steps. For exan^le, the shelf replenishment cycle can be decomposed 
as shown in Exhibit 46. Goals for cycle time reduction can be determined and are much 
mor? actionable and direct than financial goals. 
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Exhibit 46: Example Format for Cycle Reduction Analysis 



Shelf ReoUnishmet 


U Cvch 








1. Customer purchase to order generation 

2. Order generation to receq>t at warehouse 

3. Receipt at warehouse to selection 

4. Selection to ship 

5. Ship to arrive at store 

6. Arrive at store to received 

7. Received to stock shelf 

TOTAL CYCLE TIME 







Yield 



Yield is the measure of what comes out of a process versus what went in. 
Although predominantly used in manufacturing operations it also has aR)licability to many 
distribution and administrative operations e.g. -what proportion of goods that went into the 
warehouse came out undamaged, what proportion of meat tfiat went into a store was sold at 
full price, what proportion of orders were entered correctly. 

Reliability 

A significant component of the total supply chain inventory is the safety stocks 
which are held at the retail, warehouse and supplier level. Tliese inventories act as a buffer 
to provide for variations in demand and for variations in re-order lead time. These 
variations are the result of unreliable processes and the reduction of these safety stocks 
therefore depends upon improving the reliability of every process. 

On the demand side the problem is unreliable forecasts, usually due to unreliable 
input data and urueliable forecasting methodologies. Inq>roved POS data accuracy, 
improved tools to analyze seasonal and daily variations in demand and irt^roved tools to 
analyze and predict the impact of promotions are key steps to producing the reliable 
forecasts at the store and SKU level which will drive the whole replenishment system. The 
sharing of demand forecasts with suppliers will enable suppliers to reduce the high levels 
of safety stocks they now carry. 

On the supply side, urueliable order lead times may be reduced by setting up 
delivery schedules based on forecasted requirements with the order finalized at the last 
possible moment. This is the concept behind the just-in-time delivery schedules used by 
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leading Jcqpanese and VS. companies that has cut the time between the leceqx of materials 
and their use to a matter of a few hours . 

Financial Measurements 

Most financial measurement systems are based on the classification of costs and revenues 
required for financial reporting purposes and therefore have some severe limitations for 
actually managing a business (Exhibit 47). 



Exhibit 47: 



Typical Financial Measurements 


Cost Center 

1 

Depaitment 

1 

Cost CatBgoiy 
1 

Cost Account 


e.g. Distribution 


e.g. Dry Grocery Warehouse 


e.g. Labor 


e.g. Houriy Labor 



To support the customer-based organization a financial reporting syston that reports 
on assets at all levels from the Business Team to the individual item will be necessary. 



Exhibit 48: 

ECR Financial Measurements 

Dry Grocery ROA 

I. 

Category ROA 
I 

V-ndorROA 
I 

Product Line ROA 

I 

Item ROA 

Note: ROA = return on assets 



Not all expenses can or should be allocated all the way down to the item level. For 
example, it is not meaningful to allocate the category manager's salary below the category 
level. Other costs or revenues (particularly market development funds) may be associated 
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with a vcndor*s total business and it is not meaningful to attenyt to allocate tfiese items 
below the Vendor ROA level. This f omwit enables the category manager to. make 
meaningful comparisons between the relative profitability of different vendors and then to 
woric with individual vendors to improve the profitability of individual items or product 
lines. 

This format also gives the categ manager a strong tool to work with when he 
comes to evaluate new products. Top performing vendors would be given priority for 
allocating additional shelf space, while pooriy performing vendors would be required to 
delete items if they wished to introduce a new product. 

Direct Product Costing and Direct Product Profitability systems were introduced 
into the grocery industry in the 1970's, These tools come closer to the required ECR 
measurement systems than typical systems but have not foxmd widespread support Where 
they are used they are used for periodic analyses rather than for continuous performance 
measurements. 

The fate of DPC/DPP illustrates \^at hs^Tpens when the organization stmcture and 
the mcasurOTient systems are not congment. In tfiis case an attempt was made to change 
the measurement system without changing organizational accountability. Since no one in 
the organization has clear responsibility for direct product profitability it never had 
widespread support and no one could justify the effort involved, 

DPC/DPP would be useful temporary bridge to the measurement system that is 
required to support customer-based organizations. Longer term the optimum solution will 
come from the development of Activity-Based Costing systems for the grocery industry. 

ABC systems are based on a different premise than traditional cost systems. 
Traditional cost systems relate every cost to a product either direcdy or indirectly through 
allocation. This stems from the financial origins of the system with its requirements to 
value inventory. Activity Based Costing is based on the premise that costs are related to 
activities rather than products. Installing an ABC system requires that first all of the 
activities in an organization are determined and then costs are assigned to the activities. 
Activity costs may then in turn be allocated to organizational units, vendors, items, etc, 
based on a detennination of what causes an activity to be performed. Some examples will 
make the value of this approach clear. 

A category manager's salary would normally be allocated to the categories he 
managed based on the time spent on each. If he managed three categories and spent an 
equal amount of time on each then his salary (and fiinge benefits) would be allocated 
equally among the three categories. This gives a much better value for category 
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profitability th«i traditional systems where his salary would usually be allocated based 
category volume, overstating tfie profitability of small categories and understating the 
profitability of larger categories. 

Ill the warehouse, hourly labor would be charged to the different types of work 
performed, e.g. selection, let-down, put-away, etc. The cost pool of selection labor would 
be allocated based on the number of cases of an item selected as a proportion of the total 
number of cases selected. Using this system if an item was changed from a put- 
away/storage/ selection routing to a cross-dock flow through routing the cost saving would 
immediately show up as an miprovement in the item's profitability, a change that would not 
be apparent under traditional systems. 

Although ABC will be an in^rtant tool to obtain the maximum benefit from ECR, 
it is not a pre-requisite to begin. The organizational changes, the non-financial 
measurements systems and the established DPC/DPP methodologies all provide adequate 
tools to make an extremely effective beginning. Once ABC systems are available and 
installed they will reinforce what has already achieved and enable further improvements to 
be identified. 
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ACTION STEPS FOR DISTRIBUTORS & 

SUPPLIERS 



CEO Leadership 



nieie IS only one prerequisite for an organization to be successful in implementing 
iiCR - strong leadersh^ and commitment from the CEO. ECR requires significant changes 
m organizational stnicture and responsibilities, measurement and reward systems, and 
relauonsh^s with customers and suppliers that cut across inter- and intra-organizational 
boundanes Only the CEO has the authority and the power to make these changes, and 
they must be applied at the start. TTie organization wiU then respond to its perception of his 
commitment and dedication to a different way of doing business. 

ParadoxicaUy, those organizations that have been most successful in tlie past have 
the greatest difficulty in respondmg to major changes in the business environment. TTie 
orgamzational culture is a set of values, beliefs and practices based on what made the 
organization successful in die past It is a natural response to cling to these behaviors when 
faced withmajor external direat. Hie traumatic downsizing at General Motors, IBM. and 
bears in response to problems tfiat were evident to outsiders many years ago well illustrates 
the consequences when large organizations fafl to keep up with change. 

The adoption of Quick Response in the general merchandise industry also provides 
a model to help understand die adoption of ECR in die grocery industry. Quick Response 
did not meet with universal acclaim when the original research was first published, or even 
wh«i die highly successful results of the initial pflot projects were released. However, 
probably a tendi of the industry, many of whom were aheady developing siitular strategies 
seized upon die opportunity to be the first to build QR partnerships with like-minded 
customers or suppliers. These early adopters include retailers such as Wal-Mart, J.C 
Penney, and Dillard's Department Stores and suppliers such as Levi Strauss & Co., VF 
Corporation and Hanes. The strong growtfi of these companies during die last recession 
provided ample proof, for any who still doubted, of die benefits of Quick Response. 

The fortunes of diose companies who were not among die early adopters have 
vaned widely. Probably one-third subsequendy became strong supporters, either because 
they saw dieir competitors successes or because deteriorating financial performance 
resulted m top management being replaced by a more progressive managemertt team, 
^odier third were forced into Quick Response by customer demands and are suffering 
because they have experienced many of die extra costs of QR witliout any of die benefits. 
The last durd are companies that are already out of business or are in Chapter XI trying to 
restiiicture themselves into a viable business. 
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Throughout all of this, the single factor that has di^ientiated the winners from the 
losers has been their top management leadershq). Those CEO's who saw opportunities 
where others saw only problems, those whose commitment did not waver, and those who 
could inspire and motivate their employees have brought their con:q)anies to outstanding 
levels of performance even in a recessionary economic environment. 

Getting Started 

Companies in the grocery supply chain are at many different starting points when 
discussing how to get started in ECR. A few are at or close to the levels of Best Practices 
described in the earlier dieters of this report, at least in some of dieir operations, although 
no-one has reached Best Practices in all areas. Others have made some progress, perhaps 
with continuous replenishment or joint customer/supplier teams, while the majority have 
some awareness of change but are not sure what it means or how to get started. 

This section is written primarily for the last group, although it will also be hclpfiil 
for those who are more advanced as they develop and implement their strategies. It also 
presupposes tfiat top management believes that ECR is Ae ri^t direction to follow and that 
they need to get started socm. Con^anies that wait until they have to. do it will have lost 
substantial ground to their conq>etitors. 

Exhibit 49: 



Xwo-Yvatr Auction Plwi for EOR Iaipt«inttfitatloa <E3UKaipl«> 
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ypucrs and distnbutors who have ah«ady started in Po? <.«^ 

StrategX. An example of how these stem^hm.w hJi- u ^ ^^^^ '^"Hlg it 
Create Internal Climate for Change 

^deduiion »d «L ScZ^'^^'? '»*«™>P»^ con»„nica,ion 

- Managonent Action Flan 

The initial «ep m« b= ,o buBd M <»mmilme« .0 the ECR sttaten. « ,™ 
establish pnondes for implementation. 

- InKmal Communication & Education 

The action plan must be communicated cleariy and tepeatedly to all in the 
.^ganizanon. M«,ageme„t training in leaderrfUpsXand fa mil? 
o.g««^ change wm aid implementation sUicantly 

- Business Team Pilot Programs 

Apan^ft. business should be chosen to pilot the organization., changes 
and measurement systems for ECR. The selection of this pilot areafa 
usually not difficult as enthusiastic volunteers wiU tvoic^v . 

cnt cai that problems could disrupt the whole company A medium .ir^H 
d.v..on(fordistributors)orb^d/catego.y(forsu^^^^^^ 

business teams should be established to have total accountability and 
responsibility for their perfomiance of their business. 
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- Prototype Measuiement Systems 

Ehiiing the pilot programs the measurement systems required should be 
designed, tested, and refined. 

- Pilot Expansions 

Based on the e^riences gained during the pilot, the new organizational 
structure should be implemented in other parts of the company. 

- Design/bistall Measurement Systems 

The nppToved measuranrat systenris should be documented and installed in 
conjunction with the pilot expansions. Some parts of the system (e.g. 
Activity Based Costing, if required) may take longer to design, program and 
install. Continuing education in tl^ new measurement systems will be 
required during this period. 

Baild Supplier/Distributor Alliances 

The building of strong effective working alliances with suppliers or distributors is a key 
part of the ECR strategy. It is recommended that two to four trading partners and their 
brokers be chosen for the initial pilot alliances. If possible it is highly desirable to chose 
partners who are aligned with the internal business team pilots that are being set-up. 

- Top Management Meetings 

Top management must be involved from the very beginning and must stay 
actively involved throughout the pilot. A CEO who never conies to these 
joint meetings signals his lack of commitment very quickly. 

- Joint Task Force Projects 

One or more joint task forces should be set up with each partner to identify 
and implement inq>rovements in the flow of product or information. 
Initially there will be a lack of trust on both sides, and it is strongly 
recommended that the task forces not try to address sensitive issues at once. 
Based on the experience of several suppliers and distributors, die following 
projects are ideal. 

- Improving truck loading to reduce damages 
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- Reducing invoice deductions 

- Continuous replenishment 
Add More Partners 



The first pilot will develop an experience base so that further partner 
aUiances can be created much more quickly. It is advisable not to nish to 
add more partners until the first alliances have shown meaningful results 



Develop I.T. Support Strategy 



1^"" implementation of ECR will depend heavily on effective Infomiation 

Technology support. However, it must again be stressed that the system shouW ^e 

sup^rt an meflficrent system. TT.re are a number of foundation technologies thTcan 

delaying their implementation. 

- Develop I.T. Strategy 

While the detaHed requirements of IT. Support cannot be developed unta 
later Ae overall concepnial design and hardware requirements can and 
should be developed in this initial step. If major hardware changes will be 
required, these should be budgeted and authorized as expeditiously as 
possible r / ao 

- Install Foundation Technologies 

The foundation technologies cover all the systems elements shown in the 
Best Practices Replenishment Schematic. These include: 

• Integrated EDI using UCS standards 

• P.O.S. and store-level perpetual inventory systems 

• P.O.S. History Database 

• Computer Assisted Ordering 

• Space management 

• DEXA/CS 

• UCC EAN shipping container labels 

• Continuous replenisliment 
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Most of these systems can be purchased as packages, which greatly eases 
dieir implraioitation 

Design/Install Level 2 Technologies 

Following coin)letion of the management action plan and the I.T. Strategy, 
and with experience gained &om the internal and external pilots, design and 
development work on the Level 2 technologies should begin. The Level 2 
technologies are tfiose required to support the second phase of ECR 
in^lementation, i.e. the movement from Best Practices to Fully 
Implementation. The Level 2 technologies are more advanced and few will 
be available as packages. Many companies may dioose to develop their 
own systems at this level because of a perceived opportunity to gain 
conqjetitive advantage of superior forecasting or allocation algoritfmis. 

Sevo^ systems an required to move from Best Practices Replenishment to 
Efficient Replenishment. Hiese include store/SKU level forecasting, 
dynamic CAO, and dynamic allocation. 

Odier operating systems requirements at die Level 2 stage include scan- 
validated coupon redemption, P,O.S. maikdowns and frequent customer 
databases. Analytical and modeling tools to analyze consumer purchases at 
die item level for seasonal, daily and price-related factors will also be 
required to stq)port the store/SKU forecasting system. 

LT. support will also be required to develop and implement measurement 
systwns for the customer-based organizational structure. For many 
companies this will be a major undertaking. It b an area where a common, 
industry-level initiative to develop new systems will be highly beneficial as 
discussed in the section on industry initiatives. 



RECOMMENDED INDUSTRY INITIATIVES 



Individual suppliers, distributors, and brokers have been the principal driving 
forces behind the early development of ECR. Altfiough much has been accomplished, both 
internally and in working alliances with trading partners, the rate of penetration of ECR 
practices will be slow if it must depend solely on the initiative of individual companies. 

Companies that have begun to implement ECR have reported several common 
impediments as shown in Exhibit 50. Each of these can be significantly overcome through 
industry level initiatives. 

Exhibit 50 



Impediments to the Rapid Implementation of ECR Practices 

□ Lack of awareness among prospective allies of the opportunities benefits 
and principles of ECR 

□ Lade of CEO-level conunitment to sponsoring changes in business 
practices 

□ Time and resources required to bring each new partner "up the learning 
curve" 

Q Excess time and cost in developing own versions of systems and 
practices that othos have alreacfy implemented 

□ Excess time and cost to leam and interface with allies' proprietary 
Systems 

Ql La(± of technical expertise 

□ Accounting systems that don't measure the benefits of ECR practices 



Four key joint-industry initiatives are proposed Uiat will enable distributors, 
suppliers, and brokers to implement EQR business practices and technologies more' rapidly 
and at lower cost (Exhibit 51). 
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ExhibUSl: 



ECR Conferences 



Recommended Industry Kntiatives 



Publish Best Practices 



Sponsor Pilot Programs 



Develop System Standards 



> 
> 
> 



Accelerate learning 
and reduce cost of 
implementing ECR 
business practices 
and tecimologies 



To coordinate and manage these activities a joint industry q>proadi is essential. 
There is a widespread concern diat if one group, either of suppliers or distributors, acts 
independendy die inq)lcmentation of ECR could be slowed, particulariy if tht non- 
partidpating group see this as an atten^t to uapose new business practices upon them. An 
even worse situation would arise if each grotq> independendy developed its own programs, 
an outcome which could lead to deadlock and total confusion. 

A carefully planned public relations program within the grocery industry will help 
publicize the effort. As with QR in die general merchandise industry, early progress may 
be slow. As pilot program successes are publicized, however, the total program will gain 
momentum tepidly. 

The Efficient Consumer Response Woricing Group which sponsored tfiis report is a 
good example of joint-industry cooperation and coUrfwratioa The Woridng Group is co- 
sponsored by die UCC, the FMI, the GMA, the NFBA and the AND, and brings togetiier 
senior executives from companies tiiroughout die grocery industry supply chaia This 
group, widi additional co-sponsorship from odier trade associations, could form die 
nucleus for die creation of a CEO-level Joint Industry ECR Board taslced witii leading diese 
four key initiatives. CEO's or business leaders on die Joint Industry ECR Board would 
serve for a two-year temi and would be expected to have dieir organizations participate in 
pUot projects and contribute resources to die subcommittees. The Joint Industry Board 
would operate dirough at least tiiree key subcommittees, (i) A Conference Subcommittee 
responsible for the organization of an annual industry-wide ECR Conference, (ii) A Best 
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PracUces Subcommittee responsible for documenting and publishing best practices for 
specific programs (e.g. continuous replenishment) and for initiating and sponsoring pilot 
projects to develop new best practices, and (iii) an Infonnation Tcclmology Subcommittee 
responsible for defining and maintaining systems specifications luul standards for the use 
of all industry participants. The objective and benefit of each itiiiiaiive arc described in the 
following sections. 



Exhibits!: 



Organization Structure of Joint Industry ECR Hoard 

Policies, strategy aiul budgets 



Joint Industry ECR 
Board 



{ 



Confwence 
Subcommittee 



Best Practices 
Subcommittee 



Infomiation 
Tectmology 
Subcommittee 



Organizing annual IICR 
Conferences 



Developing and publishing best 
practices, sponsoring pilot 
programs 



Defining systems specifications 
and standards for fK-'K 
applicadons 



Annual ECR Conferences 



A key element in the rapid spread of Quick Response in the general merchandising 
industry has been the annual QR Conferences. These conferences, beginning with QR '89 
in DaUas, are sponsored by VICS, the Voluntary Inter-Industiy Communications Standards 
group, and bring together retailers, suppliers and vendors with a cofTTmon interest in 
improving the efficiency and effectiveness of the general merchandise supply chain. 

Attendance at the QR Conferences ranges between 1,000 anrl I ^500 people with 
many companies bringing teams of people who are involved in implcm^ting QR in their 
own companies and with trading partners. 
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The grocery industry's ECR Conferences should be annual events, at least for the 
first five years, after which time the Joint Industry ECR Board should review the 
continuance of these events. The first conference, ECR '93, would best be held in the Fall 
of 1993 to provide sufficimt time to organize the arrangements and to develop the program. 
The program should include 

O Keynote speeches by CEO's of supplier and distributor 
companies on tiie critical role of ECR in maintaining a 
con^titive grocery supply chain 

O Success stories from companies about their progress in 
]nq>lementing ECR 

O Release of annual special surveys on the penetration of 
ECR 

^ Release of reports and reconunendations by the Best 
Practices Subcommittee 

O Workshops catering to companies at all stages of 
implementation (Getting Started, Intermediate, Advan- 
ced) 

O Networking opportunities at which attendees can meet 
their counterparts in other companies to share 
c:q)eriences and to make contacts for future follow-up. 
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i ) i ) 

Publish Best Practices 

As more and more con^anies begin to implement the systems and practices of ECR 
they aie experiencing ftustration with a lack of standardization between the q>p«,aches of 
different trading allies. 

One common example is Vendor Managed Continuous Replenishment, now being 
offered by over 20 suppUers. Distributors are finding that differences between the 
programs offered by different vendors are slowing their rate of implementation while 
suppliers are finding that differences among their customers' programs are also slowing 
down dieir rate of implementation. Suppliers developing their own Continuous 
Replenishment programs, either at the request of a customer or on tiieir own initiative are 
also frustrated because there is no readily accessible resource to which they can turn for 
assistance. They tiKsrefbre feel that they are required to remvent something that aheady 
exists and that they may not be developing an optimum solution. 

All of these groups would benefit greafly from die work of the Best Practices 
Subcommittee of the Joint Industry ECR Board. Tbc Best Practices Subcommittee would 
be charged widi documenting best practices in programs and syst«ns related to ECR where 
there U5 already a significant e:q,erienoe base of practitioners. The subcommittee. Uuough 
program-specific task forees. would develop a consensus from this e^rience base and 
publish its recommendations in the form of a handbook or manual. TTie subcommittee 
would also sponsor Best Practices Workshops at the annual ECR Conferences, thereby 
accelerating the adoption of these new practices and systems and ensuring greater 
compatibiUty between suppliers and distributors systems. 

There are many programs where sharing and publicizing an existing experience 
base of best practices would be beneficial to tf« industry. The first projects undertaken by 
this subcommittee should include: 

1 Implementing UCS-standard purchase orders and 
invoices 

1 Implementing tiieUCSn transaction sets (Item 

Maintenance, Promotion Announcement. Price Change) 

Integrating EDI into your business systems 
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Q in^lonenting Category and Space Management 
^ Implementing Conqniter Assisted Ordering 

1 Implementing Vendor Managed Continuous 
Rq>lenishment 

Sponsoring Pilot Projects 

The second key role of the Best Practices Subcommittee should be to sponsor pilot 
projects to develop an experience base for new practices, systems or technologies. 
Through this process, benefits and costs can be vaUdated and new best practices can be 
developed and published, thereby accelerating the introduction of new ideas. 

Because the purpose of these pilot projects is to develop and validate new best 
practices, it is appropriate to give this responsibility to the Best Practices Subcommittee. 
This will also provide a way for the subcommittee to resolve disagreements that niight 
occur in the documentation of the best practices for existing systems or practices. For 
example, if consensus could not be developed on what is a best practice, the Subcommittee 
miglit sponsor a series of pilot projects to evaluate the alternatives. 

Pilot projects were a key component in the early development of Quick Response in 
the general merchandise industry, yielding results tiiat exceeded the initial theoretical 
projections. SimUarly. pilot projects are well established in the grocery industry as an 
invaluable way to gatfier real data on the costs and benefits of new technologies or 
practices. Excellent examples are the UCS H pilot projects sponsored by the Uniform 
Code Council and tiie Scan-VaUdated Coupon Reden^tion pUot project sponsored by the 
FMI and the GMA. 

Two types of pilot projects are recommended (Exhibit 53). The first is a number of 
holistic, system-wide pilots in which paus of distributors and suppliers agree to test or 
simulate together aU of the elements of ECR that apply to their business. The testimony of 
die CEO's of these companies at the ECR '93 conference on what they have achieved, even 
if only on a preliminary basis, will be the single most compelling reason for laggards to try 
to catch up. 



116 



The second type of pilot projects are designed to develop Best Practices. Several 
tectmologies and practices already have been identified which industry particq)ants believe 
will lead to significant efficiency gains if adopted as Best Practices. Each of these is still in 
a developmental stage, and a series of pilot projects to validate the dspptoach will accelerate 
the acceptance and the inq>lementation of tfiesc technologies and practices. 



Exhibit 53 



SUGGESTED INITIAL PILOT PROJECTS 

A. Holistic ECR Verincation Projects 

Distributor/Supplier projects to test and e\^aluate on a pilot or 
prototype level all of the ECR strategies, practices and technologies. 

B. Best Practice Development Pilot Projects 

Specific projects to develop Best Practice recommendations on 
individual practices and technologies 

1 . Implementation of UCC/EAN 128 case labels for variable 
weight products (e.g. fresh meat). 

2. Implementation of UCCTEAN 128 fidl pallet labels for 
receiving. 

3. Implementation of UCCVEAN 128 mixed pallet labels and 
Advance Ship Notices for full pallet cross-docking. 

4. Developm«it of case-level cross-dock procedures using UCQ 
EAN 128 paUct labels and ASN^s. 

5 . Implementation of vendor- reimb ursed PCS promotional 
allowances using next day, EFT remiUance based on POS data 
transmissioa 

6. Joint vendorAetailer testing of a new product introductions 
using real-time shared POS data. 
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Information Technology Subcommittee 

The initiatives to documCTt and publish best practices and to develop new best 
practice guidelines through sponsored pilot projects will greatly assist companies just 
getting staned and those who have already begun inq)lementation. 

Those companies just getting started can greatly accelerate tlieir progress by 
drawing upon the accumulated exp>erience of trailblazing suppliers and distributors, thereby 
avoiding many of the pitfalls that these conq)anies experiwiced. Companies who have 
already begun will bei^fit because diey can develop their interfaces and procedures in 
accordance with published best practices, thereby greatiy facilitating the formation of 
trading alliances with companies following the same guidelines. 

While these steps are clearly beneficial, there are still two obstacles which can best 
be overcome by joint industry action 

^ Compliance with best practice guidelines is voluntary, 
and con^anies who face a significant investment to bring 
their systems into compliance may be reluctant to do so. 

Q Companies who are just getting started face a significant 
investment in either internal systems development or in 
purchasing and installing new software. 

The Information Technology Subcommittee would be tasked with defining high- 
level fimctional specifications for ECR systems applications and, as necessary, overseemg 
tiieir development. The subcommittee would also recommend the technical standards 
nece.^'sary to implement these applications. 

While this is a major undertaking, there are enormous benefits to be gained by 
industry participants 

^ By sharing development costs the cost per user will be 
substantially reduced. 

O By reducing the cost, suppliers, brokers, and 
distributors with proprietary systems will find it much 
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easier to justify the transition to industry-standard 
systems. 



•1 As the installed base of standard systems grows, the cost 
and time required to add new ECR allies is significantly 



reduced. 



Most of the industry-standard systems would be developed for the interface 
between distributor and supplier, i.e. ordering systems and distribution systems, as shown 
in Exhibit 54. 



Exhibit 54: 



Proposed Sv.Stems for fnin« lnH.,strT Dev^ln^mpn^ 

Replenishment forecasting system at die store/SKU levd that 
incorporates tlie effect of all planned promotional activity in the categoiy 

Qi System for Distributor Managed Continuous Replenishment 

li Transportation planning system that uitegrates ordering requirements by 
vendor with alternative distribution options (direct ship, cross-dock 
warehouse replenishment) and transportation options (vendor truck.' 
single-stop CPU, multi-stop CPU). 

Oi Cross-dock allocation system to allocate inbound orders direct to stores 
or to warehouse slots. 

Q Integrated hroker^jrincipal syston and standards 



In addition, tiiere is a significant concern among suppUers and distributore that 
traditional inventory-based accounting systems, mcluding die retaU method of accounting, 
provide inadequate infonnation to support managemem decision making. ITie major, and 
justified, complaint is that traditional accounting systems place excessive emphasis on 
gross margins as a perfomiance measure while overhead and indirect costs are aUocated on 
a somewhat arbitrary basis. The result is that buyers emphasize gross margin, the measure 
used to evaluate their perfomiance, while the value of services tiiat vendors provide, such 
as continuous replenishment, which uiq)rove distiibutors true profitabUity by reducing 
operating costs or increasing asset utilization, is not recognized by the accounting system. 
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DPP/DPC (Diiect Product Profitability/Diiect Product Costing) was developed by 
the grocery industry in the IS^O's as a tool to assist suppliers and distributors in measuring 
product profitability. Although this is a significant improvement over the traditional 
accounting methodology, DPP/DPC is still only in limited use because it has never been 
fiilly integrated into distributors' business systems. A major reason for this is that it 
requires an extensive product database of physical characteristics which has been a major 
maintenance headache. Both DPP/DPC and space management (which requires similar 
data) will be facilitated by the adoption of the UCS Item Maintmance EDI transaction set. 
Although DPP/DPC does a better job than traditional accounting systems it still focuses on 
costs that can be direcdy related to a product (e.g. ordering, stocking, handling, etc.) and 
does not address the overhead allocation problem. 

Because of these shortcomings several suppliers and distributors are evaluating 
Activity-Based Costing (ABC) accoimting systems. As the name in^lies, ABC is based on 
the pr^nise that ail overhead and indirect costs are the result of activities that consume 
resources (time, materials, services, etc.). ABC first identifies what activities are being 
performed and then identifies the cost drivers that cause these activities to be performed. 
The costs of the activity are then assigned to a product, a vendor or a customer as 
s^rpropriate, providing a much more meaningful measure of product, vendor or customer 
profitability. 

To illustrate the application of ABC in grocery distribution we can use a relatively 
straightforward exan^le, invoice matching in the accounts payable department. There are 
two major activities in the group - checking for a match and then resolving non-matching 
invoices - and the two primary cost drivers are the total numbers of invoices to be matched 
and the number of non-matching invoices that require resolution. An ABC analysis would 
take the cost of the invoice-matching function (salaries, benefits, space costs, supplies), 
calculate the cost of each activ*ty based on work measurement, and then calculate a cost to 
match an invoice and a cost to resolve a non-matching invoice. 

In calculating vendor profitability, a meaningful allocation of invoice-matching 
costs can now be made based on the total number of invoices and the number of non- 
matching invoices received from a given vendor. If this procedure is followed for all 
vendor-influenced activities (e.g. buying, receiving, handling, etc.) a measurement tool has 
been cxzoted to drive cost out of the system. 
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Traditional cost accounting systems would include invoice matching in the 
accounts payable department whose cost would typically be allocated on sales value. 
Under this system the buyer has no incentive to work with his vendors to drive diese costs 
down because he is measured on a gross margin basis (i.e. before operating expenses), and 
he might see time spent on such activities as taking time away from negotiating deals that 
improved his gross margin. 

Exhibit 55: 



Benefits of Activity Based Costiny in thfe 

GrffctrY Industry 

Q Provides accurate information on the full direct and indirect costs of 
business activities and practices. 

Q Identifies tte cost of activities that add no value to the final consumer. 

Q Supports category management by providing accurate profitability 
measures at the category, vendor and item level. 

Q Objectively determines the costs and benefits of joint 
supplier/distributor ECR in:5>rovement activities 



Activity Based Costing is an in:q>ortant tool for all suppliers and distributors 
implementing ECR. By identifying activities and their cost drivers, suppliers and 
distributors can woric together to either eliminate or improve activities, thereby driving cost 
permanendy out of the system. 

ABC accounting is still in a developmental stage. Most plications have been in 
manufacturing con^anies, but three or four major grocery distributors! are reportedly 
evaluating the application of ABC in retailing. The Information Technology Subcommittee 
is the ideal body to develop guidelines on the implementation of ABC in the grocery supply 
and distribution industries as tiiis will 

- Provide a common "language" and consistency in the 
calculation of costs and performance measurements. 
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- Reduce the design and development expense for the 
installation of ABC systems. 

Implementation Schedule and Funding for Industry Initiatives 

The proposed schedule reflects the desire of industry participants to move ahead as 
quickly as possible. However, it is predicated upon having the Joint Industry ECR Board 
and its subcommittees in place, funded and beginning work before the end of the first 
quarter of 1993. 

Although Efficient Consumer Response will be on the agenda of most industiy 
association meetings in 1993, the ECR '93 Conference will be the first major event 
dedicated to the acceleration of ECR. The optimum timing of this event is September or 
October, probably in Chicago or DaUas depending on the availability of suitable facilities. 
The timing allows six months for conference organization and for die completion of die 
first phase of the subcommittees' woric plans. 



Exlubit56: 
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Adequate funding of the Joint Industiy ECR Board is a critical prerequisite to its 
being able to accomplish its mission. There are many external funding options which the 
Joint Boani may be able to rely upon. These include: 

O Funding by sponsoring organizations including the 
UCC, FMI, GMA, NFBA and other industiy 
associations. 

Membershq) fees and volimtaiy donations from 
sponsoring companies. 

^ Donations ofpersonnel and facilities from sponsoring 
organizations and con^anies. 

^ Donations of products and services by vendors. 

O Revenues from sales of software and published materials. 

The Uniform Code Council (UCC) has already offered to provide administrative 
support to tiie Board and, in particular, to the two subcommittees involved in developing, 
piloting and maintaining standards, the Best Practices Subcommittee and the Information 
Technology Subcommittee. The trade associations also have staff experienced in 
organizing conferences. Their partic^ation in the organization of the annual ECR 
Conference would reduce tiie overall funding requirement and may aUow otfier industry 
conferences to be combined into the annual ECR Conference. 

Because the benefits of ECR are dependent on tfie joint inylementation by both 
sides of a trading relationship, the value of joint industry-wide commitment and 
participation is far higher tfian in most changes in business practice or technology. The 
effectiveness of a united industiy effort is well illustrated by the rapid adoption of Quick 
Response in general merchandise retailing where companies not following QR practices are 
now at a significant con^titive disadvantage. 

Quick Response took five years to reach its cunrent level of adoption in general 
merchandise. The grocery industiy however enjoys one major advantage that was lacking 
in general merchandise - the existence of industry standards for EDI and product 
identification. Developing these standards took two years in general merchandise, and as 
they already exist in the grocery industiy tiiere is every reason to believe that the grocery 
industry can accomplish in four years what took five years in general merchandise. 
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The implementation of ECR will not be easy. It is however a challenge that the 
grocery industry must and can address if it is to avert the growing challenge from non- 
traditional food retailers. The proposed industry program win give all industry participants 
the knowledge and tools tiiey need to succeed. With strong internal leadersh^ every 
company can and must take advantage of this opportunity today if they are to avoid the 
consolidation and restracnuing that will overcome the losers in the mid 90s. 
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Summary 



The complex nature of trade promotions in the grocery industry have made it very 
difficult for retailers, wholesalers, brokers, and manufacturers to create purchase orders 
that match their invoices (item numbers, list prices, promotion information, etc.)- As a 
result, invoice deductions have increased as has the administrative overhead of the 
buying/selling cycle. This adds costs in tiie overall supply chain that provides no added 
consumer value. Overall, industry estimates show that only 30% of current purchase 
orders generate an invoice that is "clean" and is thus payable without dispute. 

The increasing use of the UCS/EDI purchase order in some cases eliminated the face-to- 
face interaction between buyer and seller, removing the opportunity to get the orders 
"coded" and priced by the sales agent and tiie buyer. At best, this situation did not help 
the invoice deduction problem* Recognized as the key missing component in the 
electronic trading arena was a mechanism for efficiendy communicating the information 
necessary to create a "clean" purchase order, which in turn would create a "clean" 
invoice. 

In an effort to address this weakness, tht Uniform Code Council (UCC) sponsored a joint 
industry working group to pilot the use of a set of EDI transactions to communicate item, 
price, and promotion information between trading partners. This project is known as the 
UCS n expansion project Among its many successes, it is very notable on two counts. 

First, the accomplishment of the primary goal; that is, a standard means of electronically 
communicating this data. UCS/EDI standards have been put into production and 
numerous improvements were made based on the increased usage during the pilot 

Second, the process of the UCS n project is notable in that it was a joint industry effort 
with the attention and energy of manufacturers, wholesalers, retailers, and brokers to 
reach a mutually agreeable solution to a problem they all share. In many cases it was this 
examination of business processes and alliances tiiat resulted in the benefits achieved. 
The technology only enhanced the efficiency of the joint business processes. 

At this point in time, the standards are in place, they are proven, and in many cases the 
internal integrated systems that are required for effective use of these EDI transactions 
have been — or are in the process of being — developed at the pilot companies. While 
documented benefits have not yet been achieved in all cases, all believe that the only 
obstacle now is to accelerate implementation of these UCS n transaction sets industry 
wide. 

With a higher level of industry participation, a "critical mass" of UCS n capable 
companies will result in a dramatic level of cost reductions realized within these 
companies. These transactions are on the critical path for the achievement of the benefits 
of Efficient Consumer Response. Currentiy, the participant companies are enthusiastic 
about expected benefits, while at tiie same time being more realistic about the level of 
effort required to implement these changes. 
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Background and the Role of the UCC 



The "Invoice Deduction Guidelines" leport of die Joint Industry Committee stated that 
UCS can be an important tool in helping resolve the unauthorized deductions problem in 
the grocery industry. However, to achieve the results specified m the report, UCS must 
be viewed as part of a broader commitment to inqjroving business practices. The report 
specifically reconmiended that the industry address these practices and conunit itself to 
expanding the use of UCS, 

Expanding UCS usage essentially means getting beyond the transmission of purchase 
orders and invoices, which has constituted the main use of UCS to date. Specifically, 
broad usage of the Promotion Announcement, Price Change, and Item Maintenance 
transaction sets would improve the timeliness and quality of data and result in prevention 
of errors that now cause invoice deductions. Such action, in turn, would also promote 
greater use of invoicing via UCS. 

When the expansion program began, there were relatively few UCS users who had 
implemented the Promotion Announcement, and even fewer who had implemented the 
Price Change and/or Item Maintenance transactions. UCS was launched in the early 
1980's through a pilot program involving thirteen coiiq)anies who developed and tested 
the UCS standards to prove their feasibility and utility. The pilot test approach was also 
used successfully in 1987-88 to validate tiie proposed DEXAJCS standards for use in the 
direct store delivery area. The UCC used a similar approach, based on tiie invoice 
deductions study results, to promote a greatiy mcreased use of UCS. 



UCS n Expansion Program Objectives 

The primary objective of the pilot program was to provide a broad level of documented 
evidence based on the usage of certain UCS transaction sets in an operational 
environment, that validates the additional benefits that UCS expansion can provide. 
Those results will then be used to promote the widespread adoption of the UCS 
expansion throughout the industry. 

Secondary objectives of tiie program include: 

A. Identification and implementation of any needed changes/enhancements to the 
transaction sets based on large volume testing. 

B. Documentation of systems and business practices required to implement the 
integration of information contained in the UCS transactions. 
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Project Organization 



The UCS n project was sponsored, organized, and administered by the Uniform Code 
Council. In this leadership role, the UCC served as the facilitator and manager for this 
UCS n Expansion Program. The UCC worked directly with its two major user 
committees, the EDI Advisory Committee regarding policy matters and the UCS 
Standards Maintenance Committee regarding technical issues. It was through UCCs 
direct invitation to its members and through the support of trade associations that the 
program's participants were recruited. 

Although the expansion program started with six transaction sets, as the pilot progressed 
the Promotion Change and Promotion Confirmation transaction sets were collapsed mto a 
single multi-purpose promotion announcement transaction. The Request for Item 
Information transaction also found lessened utility as the pilots progressed. The focus of 
the expansion program became tiie three renuiining transactions listed below. 



UCS n Transaction Sets 



Set# 
Name 


Primary Purpose 


Sender 


Receiyer 


888 
Item 

Maintenance 


Communicate the 
item level data from 
supplier to 
distributor, such as 
name, description, 
UPC Number, 
Weight, dimensions, 
and pack information. 


Manufacturer H 
Broker ^ 
Manufacturer r 


► Broker 

► Retailer/Wholesaler 

► Retailer/Wholesaler 


879 

Price Change 


Communicate the 
changes in item price. 


Manufacturer Broker 

Broker RetailerAVholesaler 

Manufacturer Retafler/Wholesaler 


889 

Promotion 

Annomicemen 

t 


Communicate the 
details of trade 
promotions, confirm 
promotion 
information and 
change promotion 
infbmiatioa 


Manufacturer Broker 
Broker ^ Retailer/Wholesaler 
Manufacturer Retailer/Wholesaler 
Broker Manufacturer 
Retailer/Wholesaler Broker 
RetailerAVholesaler Manufacturer 
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Pilot Project Steps/Methodology 



While the expansion program is ongoing, its restricted pilot status has been eliminated as 
of January 1993. The result of these efforts have led to a production environment with 
the pilot working group being expanded to any UCXVEDI member that wants to 
participate. 

The pilot stages of the expansion program went through the following general steps, as 
quoted from UCS n project documents. 



A. Program Planning/IntyQdwction 

L Contact trade associations to obtain their endorsement and support 

2. Finalize program management/sponsorship group, (i.eM Uniform Code 
Council, three Standards Maintenance Conunittee members, three Adviser 
Committee members representing manufacturers, retailers, and brokers). 

3. Document the effort required by individual users to implement the 
transaction set(s) prototype test 

4. Rnalize a detailed program task list and estimated time schedule. 

5. Etevelop procedures, success measurements, and progress reporting 
requirements. 

B. Obtain Program Participants 

1. Present the program and solicit prospects at the February Invoice 
Deductions Seminar. UCC to follow up with interested companies. 

2. Send general mailing to members soliciting participation. 

3. Finalize and publish list of test trading partners. 

C. Perform Program Testing 

1 . Schedule and conduct introductory training session for test participants. 

2. Schedule and conduct meetings/workshops for test participants on regular 
basis to report progress/problems/solutions, etc, 

3. Provide consulting by management group for test participants by 
telephone, particularly during test start-up. 

4. Complete testing and compile documentation of results. 
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^- Distribute Prngram RftsnTfg/ Promntinniil Fn|]f^y - i] p 

1. Work mth trade associations to pubUcize test results at their conventions 
and conferences. ^^ysMuuw, 

2. Use UCC User Group meetingCs) to publicize/discuss test results. 

Requirements for Pilot Project Participants 

Participants in the pilot were chosen based on current UCS abiUties. These were a 
necessary starting point to be able to focus on the expansion transactio^ Sts^! 
requirements for participants were: «uu.w,aons sets, me 

• Must be an EDI member of the UCC 

Must have die capability to send and receive EDI transactions. 

Must have their organization's commitment of time and funding to enable 
fulfillment of assigned responsibiUties. 

Will develop and instaU a prototype system to send and/or receive and process 
one or more of the following transactions sets: 

— 889: Promotion Announcement 
879: Price Change 

~ 888: Item Maintenance 

— 893: Item Information Request 

For die longer term, will commit resources to develop and install an automated 
integrated system to handle previously identified transactions. Failure to integrat^ 

fti^fteS" "^"^ ''"^"^ ^ '^'^'^ - 

• Will commit to the implementation of quality partnerships. 
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Pilot Project Participants 



The U(X! recruited forty-three companies into the expansion program. These included 
eight wholesaler^etailers, twenty-four manufacturing companies, and eleven brokers. 
These participants are listed in the table on the following page. 

Also included in this participant group were several software vendors who participated to 
the extent that they took an active role in upgrading their translation and software 
packages to utilize the UCS n transactions. These participants are listed below: 



Software Suppliers 



Beckton/Schantz 



Information Access 



Sterling Software 



Success Systems 



Also involved were thirty-three observer companies. These were companies that were 
interested in the work being done but, due to internal constraints, were not able to 
participate fully. 
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fi n 

UCS n Pilot Prniert Partipinante 



Retailers/ 
Wholesalers 


Manufacturers 


Manufacturers 
(continued) 


Brokers 


Defense Personnel 
Support Center 


Borden 


Nabisco Biscuit 


Carey-Ahrens- 
Raynesford 


Gateway Foods 


Campbell Soup 


Nabisco Food 


Chaimson 


Giant Food 
(Landover, MD) 


Colgate-Palmolive 


Ocean Spray 


Crown 


Kroger Conq)any 


Del Monte Foods 


Pillsbury 


Dulin 


Safeway Stores 


Dial 


Procter & Gamble 


G JL Beimet 


Shaw's Supermaikets 


Dowbrands 


Quaker Oats 


Leaman 


SUPERVALU, Inc. 


First Brands 


RJ^Reynolds 


Marketing 
Specialists 


Vons Con:5)anies 


Frito-Lay 


Ralson Purina 


RMI& 

Associates 




General Foods 


Reynolds Metals 


Sales Force 
Companies 




Gillette 


Thomas J, Lipton 


Sales Marketing 
Association 




Hershey Chocolate 




Trump 
Company 




Kellog 








Kraft 








Lever Brothers 
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UCS n Chronology 



The kick-off meeting for the expansion program was held in May of 1991. Six working 
meetings were conducted as a part of the pilot program through November 1992. In the 
course of conducting the pilots, several task forces were formed to address specific issues 
related to the implementation of the transactions. The general agenda for the work 
meetings included: 

• Task Group Reports 

• Reports of Modifications to Transaction Standards (based on prior work) 

• Identification of Issues Needing Resolution with Discussion 
^ How to Handle Issues with Existing Standards 

— Modifications Required to Handle Issues 

• Participant Company Status Reporting. 



As the pilot progressed, the transaction sets became more robust, usable, and functional. 
The number of issues and their importance declined as the pilot progressed. They will 
certainly continue to evolve with use, but thanks to the participants in the expansion 
program, the bulk of the effort required to make these transactions usable has been 
completed. 



Benefits of UCS U 

The results of the pilot are a classic case of Good News/Bad News. First, the bad news. 
Very few companies achieved measurable, quantifiable results during the eighteen month 
pilot period. The primary reasons for this are neither bad nor surprising. Many of the 
participants did not start by developing small isolated pilot systems. Rather, they 
embarked on full scale development of integrated systems. This integration effort 
required more time and resources than initially expected and caused a re-examination of 
the underlying business processes. For this reason, many companies have not yet 
reached the point of achieving measurable benefits. 

Second is the critical mass issue. While many participants did achieve benefits with their 
pilot partners, this represented such a small portion of the total business that the benefits 
were minor in relation to the whole business. This is an expected outcome of a pilot type 
program. 
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Taken together, the message from this "bad news" is good news. TTie pilot compames 
have mvested m the expansion program to build integrated systems. TVTiether bcS 
were achieved or not. aU beUeve that they are there and the participants are colriSS to 
carrymg the pilot forward into production. As more compames continue this UCS 
expansion, the benefits will be magnified as a critical mass of participants is reached. 

TTiere is more good news. Many participants did achieve benefits in die administration 
of Item and promotion information. Many obtained benefit, not from die UCS/EDI 
transactions specifically, but from die process of UCS H. The examination of bushiess 
^cttces and processes across companies in and of itself helped to achieve manv 
benefits. This effort expended in developing trading partoerships as a part of die UCS n 
program gready enhanced die benefits diat technology alone could not achieve. 

When die pilot was eighteen montiis old (November 1992) die UCC poUed die 
P^.'i?^ • companies as to die level of benefit received from die expansion program. 
Resented m die remamder of dus appendix are excerpts from diese benefit stateiSnts 
TTiese are grouped by RetailersAVholesalers. Brokers, and Manufacturers. TTiis does noi 
mclude many who simply stated diat no measurable benefits had yet been achieved 
However, some of diese have been included when explanations and/or clarifications 
included important messages. ^.auuua 



Participant Benefits Statements 



The foUowmg are excerpts from die benefits statements provided by die UCS H 
expansion program participants. In dieir words, diese are die benefits of die UCS H 
expansion transaction sets and die pilot process. The phrase "STATEMENT #" seoaraiEs 
die benefits statements of individual companies. 



Retfliler/W hnlftsalff^- f} 

Wj^RetailerlWholesalers STATEMENT #1 



One important item must be considered when reviewing diese benefits. Widi many of 
die partners involved, we discussed die business issues diat revolved around disputed 
deductions for pricing and promotion. Because of die in-depdi analysis of die problem, 
procedural changes did occur diat could have resolved some deductions widiout EDL 
However, we firmly believe diat diis benefit is direcdy aoributed to our decisions to 
estabUsh EDI partnerships. Widiout diat decision, meaningfiil discussion about problem 
resolution would have met limited success. 

Pgcrgasgd Labor - Promotions are loaded direcfly to our on-line database. This 
eliminates data entry for bodi partners. First, we would no longer require vendors 
representatives to fUl out our promotion announcement fomis. Second, die 
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cont'd. 



division eliminates almost all data entiy for promotions. The on-line system 
allows our merchandisers to review die performance conditions and select the 
preferred options by entering an approval key* All detail information is already 
stored. 

Im proved Accuracy - Two points of transfer have been eliminated thus reducing 
tiie possibility of error. 

Decreased Recnnriliarinn and Dftductions - By transmitting tiie inforaiation 
loaded onto our promotion and pricing databases to the vendor on our PO's, we 
have seen a reduction in costing differences and the resulting deductions. 
However, because we are not receiving all promotions (some vendors are not 
capable yet of transmitting performance related promotions) and the brokers are 
usually not receiving transmissions from all their principals, we still have some 
differences. We have documented decreases in deductions of over 50% for 
several partners. We are looking to reach an 80% reduction in invoice related 
deductions as a result of these transactions. 

Buver/Seller Benefits - With less time needed to resolve deductions, the buyer and seller 
can dedicate more time to merchandising and marketing strategies. In addition, by 
eliminating deductions we are reducing adversarial relationships that can be coimter 
productive. 



Retailer/Wholesalers STATEMENTS! 



In order to quantify any cost justifications for those transaction sets involved in UCS n, 
we needed to look at tiie total UCS and UCS/DSD scenario. Each transaction set by 
itself, has not, at this time, been cost justified. Once die complete process has been 
outlined, then cost justification can be realized. 

Cost savings begin to accrue when the various elements of new technologies are 
integrated. Immediate cost savings can begin by spending time to write an invoice 
matching program now that frees up the time currentiy spent in 30% of the invoices that 
are already "correct" and payable. Increasing the number of vendors on DEX and 
modifying the store level input by eliminating cost would dramatically reduce 
administrative costs and focus our attention and that of the DSD vendor on file 
maintenance. A formal testing program of transaction sets that some companies already 
send would enable us to debug with the suppliers his current input prior to the formal 
integration and on-going lobbying with suppliers to simplify deal structures now would 
make the future integration more effective. This partnering effort to simplify deals 
should also be married witii efforts to expand Everyday Low Cost, CPU efforts and die 
inventory reduction efforts of JTT. The combined efforts in warehouse UCS, UCS for 
DSD, Everyday Low Cost and JIT yield substantial cost savings tiiat make us more 
competitive in our market area. In re^ty they are all parts of the same cost reduction 
partnering effort 

cont'd. 
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Administrative Cost Savings Estimates 

(from full integration of four transaction sets into warehouse and DSD systems) 



Area oi oenerit 


Estimated Staff 
Reduction 


Accounts Payable Staffing 


30 


Procurement 


1 


Price Change, Promotion/Item Maintenance, DSD System 


2 


FiliTio Artivitv 


1 
1 


A/P Audit 


2 


Total 


36 


Potential Savings (@ $18,000 +1/3 Fringe per person- 
year) 


$860,000 



The partnershipping efforts on EDLC, CPU/JIT with warehouse vendors could 
potentially take another week of inventory out of the system equivalent to approximately 
$10 million or $1 million savings in the cost of money. 

The soft benefits, or those that are difficult to cost justify for this project, have been the 
system enhancements- At first, we focused on each transaction set and how to receive 
the information. We then took a look at how we do business today and how we need to 
do business in the future utilizing UCS transactions sets- We have just completed the 
final enhancement to our Promotion System, which has integrated the promotion 
transaction set and we are now developing the integration of the price change transaction 
set into our Corporate Rle Management System- Item Maintenance development will 
begin the first of the year and this transactions set will also be integrated into oxir internal 
systems. Were it not for UCS n, this need would not have been identified. 

Our next step is to isolate those partners who have been testing with us and move on to 
an aggressive production schedule. We have included several brokers in our test 
program, so that we will have a larger base of supplier data to utilize. 



Retailer/Wholesalers STATEMENT #5 



• Elimination of manually entering data and calculating order dates based on buyers 
lead time. 

• Receive promotion notification earlier. 

• Improved accuracy on item file maintenance which in turn improves 
invoice/purchase order comparison to an exceptional degree. 
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= ^Retailer/Wholesalers STATEMENT #4 



Much work has yet to be done and many partnerships have to come together before the 
UCS n pilot can identify and then quantify benefits- We have identified areas of 
opportunity that we strongly feel will provide both tangible and intangible benefits. 

Price Change 

Accuracy of Information 

Tlie network of relaying price information from Vendor/Manufacturer/Broker is a 
very time consuming manual procedure* Coupled with this are many 
inconsistencies in the way information is disseminated- By using the 879 
transaction set to communicate the inf ormation, the delivery is much more timely, 
consistent, and accurate* The accuracy is improved because the information is 
derived directly from the vendor databases, and is not subject to tfie 
misinterpretation that can occur during manual communications. 

Rfidwed PuygrTipig 

Today buyers must dedicate administrative time to collect, interpret, and key into 
our systems price information from vendors. This also includes time spent in 
identifying our item codes manually from the list that the vendor sends. In our 
implementation, the buyer will be presented with the cost information from each 
vendor in a standardized format and will be able to post this information into our 
systems with litfle effort 

M^ggd Invoice pgdyctipns 

One of the primary reasons for the pUot is to reduce the amount of invoice 
deductions, and the excess time spent in trying to resolve invoice problems. In 
sharing data from system to system, errors should be drastically reduced. This of 
course can only be accomplished if each partner has integrated their price 
information into their invoice and payment systems. 

Promotion Announcement 

Aggyragy and gmfigaUpn of Pgal htform^tion 

Placing an often nebulous entity such as a deal into a structured format causes 
scrutiny of each component We found that some deal letters contain verbiage 
that is no longer applicable, and the issues raised in our testing have resulted in 
the altering of the deal letters themselves. In general, this process has caused 
both partners to scrutinize the deals and improve the clarity of the document 
before transmission. 

Improve Joint Undgrsmndiing 

As we have striven to ensure the deal letter and the transmission carry the same 
meaning, we have worked closely with the partners to fully understand both the 

cont'd. 
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written (and unwritten) intent This process has again clarified and improved our 
common understanding as to what is expected. 

Open ExchanPft of Trip.af! and rnnrpms 

This program has provided us an open forum to not only move further into EDI 
but also to exchange ideas and reach common understandings that can benefit 
both parties. What one party may take for granted as a requirement, may after an 
open discussion be seen as a non-issue or the trading partner may have never 
realized that a particular concern existed and has found that a simple solution was 
readily in hand. 

Standardization nf RnQii^ e.s.s PrarrirPQ 

As we open discussions with each new trading partner, we review business issues i 
(e.g. timing of deal presentations, types of deals, overlapping deals, etc.) We find 
that the procedures and agreements reached for testing purposes have 
applicability for deals beyond the test group of items. Thus again, this enhances 
the overall busmess relationship and simplifies the process. 

Aside from the above items, we continue to have high expectations regarding the 
perceived long term benefits. Among these are: 
Reduced Ruver Timp. 

Currently, all deals are entered manually into our system by the buyer This is a 
labor intensive process given the number of deals we process. Our goal is to 
receive the Promotion Announcement and load them directly into our corporate 
database. In tiiis way, the buyer involvement is dramatically reduced and the 
accuracy of the data will be improved. 

Improved A udit Traik 

Widi the transmission of the deals, we wiU now consistently receive a vendor deal I 
number. This, in conjunction with our own internal system and procedural audit 
trails, wUl enable us to track a deal and aU of its related parts by the vendor's deal 
number as weU as our deal number. Thus any subsequent correspondence or 
transmissions can be readily tracked back to the original deal resulting in a 
reduced risk of "duplicate deals". 

Reduced In voice DeHiii^t inn| if 

We share this goal with everyone else involved with the pilot The reduction of 
errors due to misinterpretation and the incorrect appUcation of deals wiU have a 
dramatic impact on invoice processing. 
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= ^RetailerlWholesalers STATEMENT #5 



Price Change 

Realized Benefit 

• No benefits measured yet - untQ Price Changes integrated into Purchasing and 
DSD Systems. 

Expected Rp.npfiK 

• 50-80% reduction in the time it takes to handle and process item price 
changes. 

• 20-30% reduction in the number of item invoice discrepancies between 
retailer and supplier. 

• Decrease problem resolution time associated with item costing at store level. 
Needed to Marimize Benefit 

• Minimum 10 day lead time on UCS Price Change notification from Supplier. 

• Accurate communications between retailer and supplier on bracket costing 
information. 

Promotion Announcement 

Realized Rp.np.fif 

• 80% reduction in the time it takes to handle and process promotion 
announcements. 

Expected Benefits 

• 30-40% reduction in the number of item invoices discrepancies between 
retailer and supplier. 

• Maximize item promotional opportunities with quicker access and review 
process. 

• Decrease problem resolution time associated with item costing at store level. 
Needed to Mavimi ze Benefits 

• Minimum 7 week lead time on UCS Promotion Announcement notification 
from suppliers. 

• Ability to use the UCS promotion announcement change Transaction. 

• Ability to receive supplier allowance numbers and return with UCS purchase 
orders. 

Item Maintenance 

Realized Benefits 

• No benefits measured yet 
Expected Benefits 
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• 50-80% reduction in the time it takes to handle and process new item 
maintenance. 

• 0-10% reduction in the number of item invoice discrepancies between retailer 
and suppliei;, 

• Elimination of one to two weeks in tiic time it takes ftom new item approval 
until new product is on tht store shelf. 

• 0-5% improvement of the in-store scanning rates. 
Needed to Maximizp. R^iif fit,*; 

• Immediate delivery of tiie UCS Item Maintenance transaction die day it is 
available to die market ^ 

• "nmely and accurate notification via UCS of item maintenance transactions. 

• Strict adherence to the UPC guidelines. 



Brokers 

Tangible benefits will not be recognized by tfie food broker organizations until botii 

f ""^^ "nportantiy retailers and wholesalers develop die capabilities to 
"^fonnation mto their systems. The largest benefit forfSxI bioters wiS be 
the ability to replace customer specific "deal control" and "new item" forms witi, 
electromc UCS transmissions. 



^j^Brokers STATEMENT #1 

SiaSSJ APtOmation of Trade Cnnfr;irtfj 

• Sales productivity: 20% more time available for otiier selling activities. 

• 5% reduction in pricing deductions. 

• 15% reduction in tiie administrative time spent on pricing deductions. 
S^aSSJI Full Scale Promotion Cnntrart implemenhitf 

• 20% reduction in deductions. 

• 70% reduction in administration of invoice deductions. 

• 50% reduced promotion creation time. 

• 15% reduction in administration time in promotion creation. 

• Reduction in major account forms cost 
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m^Brokers STATEMENT #2 



Before we reap the full potential of these transaction sets tiie industry needs to adopt their 
full usage potential. I am looking forward to the time when they are conunonplace, 
knowing that efficiency and accuracy will be the true reward. 



Manufacturers 



m^Mamtfacturers STATEMENT ffl 



Less off-invoice deductions have been realized with pilot partner by using the 889- 
Promotion Aimouncement 



\=mMarufactur€rs STATEMENT #2 



Measurable numbers are not available at present With a direct sales force we foresee 
one of the major benefits as relief from many hours of administrative work. Our 
expectations are additional sales volume due to availability of the sales force to work 
with the buyers/merchandisers on special marketing programs and promotions. Upon 
completion of the roll out of both phases we expect a major reduction in deductions by 
alleviating human intervention in the processes. 



Mamrfacturers STATEMENT »3 



Overall improvement in accuracy and timeliness of business information while also 
reducing operating costs. 

Improve efficiency, lower costs, reduce unnecessary manual processing. 

Eliminate discrepancies between customer files and our files (for price and item 
information). 
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Tills wiU assure that the manufacturer and retailer have the same promotional data, 
wmch should result in a correct price on the purchase oider. 

Receipt of a "cleaner" purchase order. TTie three areas that experience the most manual 
intervention on an cider are SKU. List Price, and ftomotionalMoneys. AoJ^^ 
aese areas would result in a faster order cycle, a clean invoice, and a reduction in costs 
for both die manufacturer and retailer. «=uuuaon m costs 



Is^Mam^acturers STATEMENT U4 



As of this point, our project team has worked with our partners to identify the 
urfoimation needed and to establish the timing requirements for deUvering Uie data. Our 
findings showed that we could not meet either requirement with our cunent systems 

sj^temmust be changed to satisfactorily meet die expectations of some of 
o^pwtners Others seem to be satisfied with the data we send. To accomplish the 

^JS^l'^^w/ r^^l'""^^ ^ ^ committeZ, be a part of 

the UCS n project, these changes must be considered in line with other company issues. 

thepilot program has not benefited us.as we expect it will in die 



^i^^ ^ ^^'^^g^ «f P"«^ promotion information is 

thereductionofandbetterhandlingofinvoicedeductions. TTiis will occur howler tf 
our parmers use tids information on their purchase order transactions. Customers who 
provide pna and promotion infomiation on their purchase orders give us the benefit of 
revxewmg tiieir pncing expectation at order entry, and this reduces deductioL SS of 
our partners, however, states die price and promotion information will be used internally 
n"*" ^ ^"^^"^ ^ information on die purel^ ordTwe 



\^Mam4dcturers STATEMENT #5 



i^^^'^'T^'"' ^ Management and Promotion Management 
systems. UCS H transaction sets are a small part of diis systems development effort 

Expected Brnfffitf! 

• Continuous improvement of customer service by: 
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cont'd. 



-Providing a full range of EDI cq«bilities to our custonms. 

-Inqm>ving accuracy and timeliness of data transmitted to and received by 
customers. 

• Reduced invoice Deductions 

• Promotion announcements for off-invoice allowances are expected to yield 
marginal inq)rovements in reducing invoice deductions. 

• Promotion announcements for otiier types of allowances arc expected to yield 
more significant reductions. However, inq>lementing die other types will 
require greater analysis and effort to implement, including possible changes to 
business practices. TTie analysis to detomine tiie cost and benefits of using 
EDI for these types of promotions has net yet been performed. 



m^Mamtfacturers STATEMENT U6 



From the broker stani^int, tiiere should be reduced administrative e^^nse, improved 
account relationshq>s through better customer service and more efficient management of 
the our business. R»r our part, we should realize reduced deductionand administrative 
burden. While the dollar value of this inqtrovement is not easy to quantify, we beUeve 
that we could realize up to $1.5 million savings annually once all distributors and our 
brokers are operating witii total UCS/EDI transaction sets. 



mmMam4acturers STATEMEm" U7 



As far as benefits are concemed. we have already realized a significant productivity 
increase internally because of our involvement with UCS IL This project forced us to 
finally take action on a promotion communication process tiiat was somewhat confusing 
to our people and brokers *«>ecause of the flexible approach (allowing too many changes), 
as we incorporated UCS promotion announcements. TTie result - ahnost 1,000 
hours(annually) of wasted time were eliminated on internal administration alone. It is 
too early to gauge die inq)act on productivity in tiie field witii our managers and brokers 
and on invoice deductions, but we expect to be able to document significant 
improvements in both areas as well 

Furthermore, our involvement in the UCS n expansion program has allowed us to 
develop strong relationships with several important customers. We believe tiiat these 
relationships can develop into strong EDI alliances with tiiese and other customers in the 
years ahead. 
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Conclusions 

statements, it is clear that the UCS H expansion program has been a 

s^^^Su^^nr.^. ^"^T?"" ^"^^^ tha7signifir^r4r<^"b: 

«a.mcvca using me UCS n transactions. These areas of benefit include: 
Item Maintenance Administration 
Promotioh Adriiinistradoh 
Increased Selling/Buying time 
Reduced Invoice Deductions 
Streamlining of Business Processes 
Increased Timelines and Accuracy of Data 
Stronger Partnerships. 



Anotter conclusion from these statements of benefit is that the technoloev alone will nnt 

• An Examination of Ihtemal Business Practices and Processes 

• Review of Current Systems and AbiKty to Integrate UCS H Data 
Review of Joint Business Issues with Potential Partners 

• Streamlining of Business Processes across tiie Partnership. 

Once the implementation of tiie EDI technology ha. started, setting up to sendAeceive 
me transactions is tiie easy part. The integration into internal systen^ is tiie e^^Z 
c^sunte a tiemendous amount of time and energy. Older systems mate 
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Notes 
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